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Taxes are what we pay for civilization, according to a Supreme 
Court Justice, and that may very well be—but according to President 
Eisenhower, half of the taxes we collect next year for civilization will 
be spent for weapons. In his State of the Union message to Congress 
on January 9, the President declared: ‘‘We cannot build peace through 
desire alone. . . . Yet step by step we must strengthen the institu- 
tions of peace—a peace that rests upon justice—a peace that depends 
upon a deep knowledge and a clear understanding by all peoples of 
the consequences of failure in this great purpose. To achieve this 
peace we seek to prevent war at any place and in any dimension. If, 
despite our best efforts, a local dispute should flare into armed hostili- 


ties, the next problem would be to keep the conflict from spreading, 
and so compromising freedom. In support of these objectives we main- 
tain forces of great power and flexibility.” 


As everyone knows now, the fiscal year 1959 is expected to end 
with a deficit of over $12 billion. The illustration on our cover is taken 
from a re-examination of the 1959 budget which was made in Sep- 
tember, and that re-examination reflected an increase of $5.3 billion 
in the expenditures over the January, 1958 estimate of such expendi- 
tures. This deficit adds to the federal debt, and the statutory ceiling 
will be raised during the next fiscal year to a permanent figure near 
$285 billion. 
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accounting principles relating to all federal and state taxation. To this end it 
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State tax legislation, interpretations of tax laws and other tax information. 
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IN THIS ISSUE 


Circular 230. Treasury Department Circular 230 has for a long, 
long time been the regulation regarding admission to practice before 
the Treasury Department. The old circular, much amended, was con- 
fusing and jumbled. It has now been completely recast so the present 
rules line up in a logical, well-organized and readable manner. Every 
tax man must be familiar with this regulation because no person shall 
be recognized or permitted to practice before the Internal Revenue 
Service unless he is enrolled. The regulation sets up the standards of 
eligibility. It is relatively easy for any attorney or any CPA to get a 
card. The standards set by their own professional societies and laws 
governing admission to practice are accepted as fulfillment of eligi- 
bility requirements. Persons who are neither attorneys nor CPA’s may 
also practice, but they must meet certain tests of character and reputa- 
tion and, by certain examinations, must prove they have sufficient 
knowledge of the federal tax laws. 


The ethics established by the bar and the CPA societies are the 
standards of ethics for those attorneys and CPA’s enrolled under 
Circular 230. Others must meet standards of ethics set up for them 
in Circular 230. 

Louis A. Boxleitner’s article, which appears at page 105, discusses 
the significant changes made by the new Circular 230. Mr. Boxleitner 
is an associate in the Cleveland law firm of Arter, Hadden, Wykoff & 
Van Duzer. He has served on the staff of Judge John W. Kern of the 
Tax Court and as a trial attorney in the Office of Chief Counsel, 
Eastern Division, Internal Revenue Service. 


Tax Court. At the 1958 annual meeting of the Arkansas Bar 
Association, Judge Bolon B. Turner of the Tax Court of the United 
States was invited to explain what every tax man should know about 
the Tax Court. This was done by turning the tables on the judge— 
putting him on the witness stand and forcing him to answer certain 
interrogatories. The attorney who examined the witness was William 
H. Bowen, who was a clerk to Judge Turner at the Tax Court before 
becoming a practicing attorney in Little Rock, Arkansas. A tran- 
script of the interview begins at page 117. 


Ten thousand words. If, as the Chinese say, a picture is worth 
10,000 words, there is one type of picture which Robert S, Holzman, 
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in his article beginning at page 123, says should not be shown to the 
revenue agent, because any seasoned revenue agent has seen the exact 
counterpart of that picture more times than he can remember. This 
is a flash shot at some large dinner with a taxpayer’s arm around the 
shoulders of the Commissioner of Internal Revenue, while the back- 
ground of hundreds of other persons has been carefully removed. This 
is the suspect art of “name dropping” transferred to the medium of 
pictures. But pictures can record for evidentiary purposes the tax- 
payer’s side of the case. The author enumerates a number of these 
situations. 


In Dr. Holzman’s office, you will see, framed and hanging on his 
wall, beautiful photographs of ballet dancers in action. You would 
also be intrigued by the beautiful photograph on his Christmas card. 
Dr. Holzman’s hobby is photography, and at taking, developing and 
printing photographs, he is an artist. 


Robert S. Holzman is professor of taxation, New York University 
Graduate School of Business Administration. 


Section 902(d). If there weren’t two sides to a question, there 
would never be a case of law. So, when more than one side to a 
question develops, it is our duty to present to our readers both sides, 
just as the advocates present both sides to the judge. Two articles 
appearing in prior issues of TaxEs—one in May, 1958, and the other 
in November, 1958—proposed different methods for calculating the 
foreign tax credit allowed by Section 902(d) of the Code on the receipt 
of royalties from a wholly owned foreign subsidiary. Elisabeth A. 
Owens’ article at page 129 discusses these methods both as to their 
monetary results and as to the legal and logical justification for using 
one method rather than the other. 


Elisabeth A. Owens is a member of the Massachusetts bar and is 
associated with the Harvard Law School International Program in 
Taxation. She is engaged in a study of the foreign tax credit in all 
of its aspects. This study will soon be issued in the series being pub- 
lished by the Harvard Law School’s International Program in Taxation. 


False doctrines. It was William Winslow Crosskey’s book on 
constitutional law that raised the issue of whether or not modern-day 
interpretations align themselves with the thinking and intention of the 
drafters of the Constitution. His research disclosed that the words 
and the situations in the minds of the drafters had a connotation 200 
years ago which is not necessarily the connotation which those same 
words carry today. The conclusion of some of his argument was that 
some present-day decisions would not stand on the basis of being an 
expression of the drafters’ intention. 

Michael Kaminsky, whose article is at page 137, takes a like view 
of some of the phrases which appear in our tax law. “Deductions are 
a matter of legislative grace” is an oft-quoted precedent for adding to 
a taxpayer’s income certain amounts which he had considered non- 
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taxable. Actually, this phrase, Mr. Kaminsky’s research shows, came 
from “such deductions as distinguished from the first kind, are allowed 
by Congress wholly as a matter of grace.” 


The author says that false doctrines when repeated with sufficient 
frequency become accepted principles. This stems from the imperfect 
nature of our language and our inexact communication of ideas. Thus, 
words like “net income” were the aggregate of positive quantities, and 
in computing that income, the necessary expenses actually paid in 
carrying on any business were deductions. This is the kind of article 
which will provoke the reader into a re-examination of cases he has 
in his office. 


Michael Kaminsky is a member of the firm of Worthman & 
Kaminsky, in New York City. 


The Sword of Damocles. While taxes, like the Sword of Damocles, 
hang over the head of every businessman, they should not be the sole 
consideration for a certain method of conduct. The theme of Harry 
A. Wardenburg’s article (page 149) is that so many times men “hesi- 
tate” to accept some opportunities presented to them because of fear of 
a negative attitude by the Revenue Service. His article shows cer- 
tain advantages of multiple corporations, whose purpose and conduct 
have been O. K.’d by the courts. 


Mr. Wardenburg is a certified public accountant whose firm 
specializes in management services, with four offices in Southern 
California. 


What is a customer? An exception in the tax law states that 
property held by the taxpayer primarily for sale to customers in the 
ordinary course of business is not a capital asset. The author of the 
interesting article at page 155 points out, after his analyses of decisions 
interpreting the word “customer,” that the cases involving the sale of 
real estate are much more complicated and involved than those in 
which the sale of securities is at stake. The word “customer” may 
protect traders and speculators in securities, but it does not protect 
those who buy and sell real estate. You can lease real estate but you 
cannot lease securities, and you do not sell securities to customers in 
the sense that you deal with the ultimate buyer. Out of all the cases 
in this tax area, Mr. Herzberg comes up with 12 factors that are helpful 
in obtaining a definition. 


Arno Herzberg is a certified public accountant in Newark, New 
Jersey. 


Regressive taxation. Times change and, as we know, so do tax 
rates. These facts make a good case for a periodical overhauling of 
the tax structure. In 1940, state income taxes and federal income 
taxes were pretty much in line, and the progressivity of the tax through 
its brackets and its rates were lined up just about as they should be, 
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but much has happened to federal tax rates since 1940. Because of the 
system of permitting a credit for federal taxes paid, the system of 
progressive graduation has in many situations become regressive. 


Violet J. Sollie has done considerable research in this area, and 
her article, beginning at page 169, points out that states which com- 
pute the state income taxes without deducting the federal tax from the 
state income tax are still fairly progressive—that is, higher rates on 
higher incomes and lower taxes for men with more family responsibili- 
ties. But in those states which permit the federal deduction, this rule 
works in reverse. This is not the only paradox in our federal-state 
income tax setup; the author uncovers more. 


The author is an attorney at law in Minneapolis, Minnesota. 


Washington Tax Talk. The new Congress is not yet 30 days old 
and already there have been some 300 bills thrown into the legislative 
maw. For the tax man, who might think he is required to keep 
current on all of these, we hasten to assure him that, at this writing, 
they all seemed headed for the table and oblivion. If a bill is intro- 
duced by Mills or is reported out of committee, that bill should be 
followed for there is a possibility that it may become law. In this 
department, beginning on page 184, we mention three which have 
not yet reached this stage but which have a bare possibility of receiv- 
ing serious consideration by the Congress. Two are Administration 
sponsored, one dealing with the taxation of life insurance companies 
and another dealing with the taxation of cooperatives. The third is 
sponsored by Senator Sparkman. Oh, yes, there are about ten bills 
of the Jenkins-Keogh type, that is, a tax deduction for retirement. 

The big news in Washington, of course, is the budget for the 
coming fiscal year. This metropolitan-telephone-directory-sized pub- 
lication has been offered as a balanced budget, and if you are a close 
reader of the newspapers, you'll know that already several Congress- 
men have expressed their doubts as to the accuracy of the statement. 
Last year’s failure of the budget to balance itself was laid to the 
“recession,” and this year’s optimism is laid to coming prosperity. 


The defense program for 1960 calls for new appropriations of over 
$40 billion because of the expense of modern missiles. 


Now that we have the Atlas intercontinental ballistic missile in 
successful operation, launching sites will be necessary. The Thor 
intermediate range missile has already been deployed to the United 
Kingdom and more are scheduled for delivery within the next 18 
months. With the money provided from this budget, the public will 
soon be hearing of missiles by the name of Titan, Minute Man, Nike- 
Hercules, Nike-Ajax, Bomarc, Nike-Zeus, Hound Dog, Pershing and 
Sergeant. Funds from this budget will also be used in the construction 
of nine Polaris submarines. Six of these are already under construc- 
tion and they will be equipped to fire the Polaris solid fuel ballistic 
missile; and three are authorized with construction to start in fiscal 
1960. Missiles at $35 million apiece are so expensive that the generals 
cannot afford to fire them. The hot wars may be priced out of the 
market; thus, their place in the federal budget may be justified. . . . 
Well, it’s a facetious thought. 
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TAX-WISE NEWS 


For THE MAN who has everything—a bow 
tie and cuff links made of mink pieces. Would you know what excise 
tax applies? Well, it’s the same rate on both, but the IRS wants to 
keep the record straight. The fur on the tie is subject to the fur tax, 
but the fur on the cuff links is subject to the jewelry tax. Thus, if 
you wear fur around your neck, it’s fur, fur tax purposes, but if you 
wear fur on your cuffs, it’s jewelry, fur tax purposes, of course.— 
Rev. Rul. 59-2 . . . If you work with LIFO and price indexes, get a 
copy of Rev. Rul. 58-615. It contains the price indexes for July, 1958, 
published by the Bureau of Labor Statistics for department stores 
. . . The manufacturers’ excise tax on sporting goods is specific; it 
applies to fishing rods, creels, reels, artificial lures, baits and flies and 
accessories thereof. Bait boxes, casting nets, fish hook extractors, 
fishing tackle boxes, fish tank aerators, gaff hooks, landing nets, lure 
retrievers, retrieving lines and sinkers for nets, scent oil for baits and 
wire minnow traps are not taxable. Reasoning: They’re not named 
in the law, and these are not accessories of the items enumerated. 
. . . By the way, the excise tax applies even when merchandise is 
fraudulently obtained. The retailer is stuck for the tax even though 
he never received payment for the merchandise.—Rev. Rul. 58-608. 


No DEDUCTION in tax litigation in the fore- 
seeable future, according to Assistant Attorney General Charles K. 
Rice—The increase in population, high tax rates and accelerated busi- 
ness activity will bring more taxpayers into court. More new civil 
tax cases were filed last year than ever before, and the government 
won 73 per cent of them. The government is going hot after fraud 
convictions. There were 592 convictions in 1958 committed to a total 
of 1,008 years in prison; their fines amounted to $2 million . . . There 
is a new regional commissioner in Atlanta, Georgia—William J. Book- 
holt. He succeeds William H. Loeb, who moves into Washington as 
Assistant Commissioner (Operations). 


In A CONNECTION not involving income 
tax, the district attorney informed the Justice Department that upon 
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information received there might have been criminal violations of 
the income tax laws by the taxpayer and others associated with him. 
As a result, the Justice Department requested the Treasury Depart- 
ment to expedite the investigation of the income tax liability of the 
taxpayer. There was considerable publicity regarding the investiga- 
tion of: the petitioner’s income tax liability. At the request of the 
Commissioner, the taxpayer executed timely consents extending the 
period of limitations. The taxpayer was neither indicted nor was 
any indictment of him ever sought by the district attorney. In this 
tax case the taxpayer now contends that the consents for extending 
the period of limitation were executed under duress—that they were 
not executed freely and voluntarily. The Tax Court went along with 
the Commissioner, holding that they were executed freely —Willhoit, 
CCH Dec. 23,273(M), 17 TCM 1024. 


Tue LAW GIVES the Commissioner the 
power to examine the taxpayer’s books and records. The law also 
provides that a taxpayer cannot be subjected to unnecessary exam- 
inations or investigations. The district court says these two sections 
entitle the taxpayer to a hearing on the government’s petition for 
re-examination. Affidavits are not enough; otherwise the court would 
give rubber-stamp approval upon the administrative subpoena without 
further investigation. In other words, a re-examination may be in 
order, but the government will have to prove it and the taxpayer will 
have an opportunity to a hearing wherein he can cross-examine wit- 
nesses.—U. S. Aluminum Siding Corporation v. Eshelman, 59-1 ustc 
{| 9160. 


Payments TO OFFICER’S WIDOW— 
Remember that a few months ago the government announced that it 
would no longer litigate cases involving voluntary payments to 
widows? The government, however, pressed the Bounds case, 59-1 
ustc § 9159, and said it was started before the announcement of the 
new Treasury policy. So, the Fourth Circuit reversed the district 
court and conformed the decision to the Commissioner’s announced 
administrative practice. In this case, the corporation by resolution 
continued the deceased officer’s salary to his widow for two years. 
The corporation had no established policy of paying officers’ widows, 
so payments were gifts. 


Tus TAXPAYER was a very elderly man 
who became sick and was unable to work. Because of his advanced 
age, he was ineligible for a pension from his employer. His illness 
was a protracted one, so his employer agreed to pay him half salary 
until he was able to return to his duties as an employee. Unfortunately, 
the board of directors, when fixing the salaries for the coming year, 
denominated the half pay to be made to the taxpayer as “pension.” 
The district director jumped on this and assessed a tax on the half-pay 
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payments. The district court straightened the matter out, however, 
by holding that the half pay was sick pay, and should therefore have 
been excluded from the taxpayer’s income.—Jackson v. U. S., 59-1 


ustc § 9171. 


A LIEN OF TAXES ARISES at the time 
of assessment, but a lien does not exist against a particular individual’s 
property unless the underlying tax obligation has been assessed 
against him under Section 6203. In this case, the government was 
not able to prove that this particular taxpayer would ever be assessed. 
It was alleged he was a member of a partnership owing taxes; conse- 
quently, the district court held that no lien for taxes asserted in the 
specific “Not of Tax Lien” existed.—James R. Coson, 59-1 ustc § 9168 


Rememper, IF YOU TAKE deductions 
for business expenses, that the Commissioner’s determination as tu 
the correctness of these deductions will be sustained unless you can 
prove the Commissioner is wrong. This company bought a farm 
because it seemed that all their customers wanted to go fishing, hunt- 
ing or buy meat, chickens and eggs at a discount. The company later 
sold the farm and lost money on the sale, but it couldn’t take a loss 
because it couldn’t demonstrate that any of the farm expenses were 
ordinary and necessary business expenses of the business. Apparently, 
all the taxpayer could offer by way of proof was the fact that it was 
necessary to “wine and dine” his customers.—Bromley Plating Com- 


pany, CCH Dec. 23,303(M), 17 TCM 1074. 


. Wuatev ER YOU DO, don’t forget to sign 
your tax return, even though the unsigned tax return you file lists 
income and deductions, Here’s a case which says an unsigned tax 
return is not a tax return at all.—J/esse Ullman Reaves, CCH Dec. 
23,400, 31 TC No. 72, which is supported by the Supreme Court in 
Lucas v. Pelliod Lumber Company, 2 ustc § 521, 281 U. S. 245. 


A PARTNERSHIP on the cash basis agreed 
to pay one of its contractors $57,000 in one taxable year. However, 
it was later agreed that some $10,000 of this amount should be with- 
held and paid in payments which would fall in subsequent years. 
Consequently, the cash basis partnership was not entitled to deduct 
these payments in the same year it deducted $57,000.—Joseph M. Blew, 
CCH Dec. 23,306(M), 17 TCM 1081. 


’ 

CoonGress curbed the Commissioner’s 
power in jeopardy assessments by Section 6863(b)(3), 1954 Code, 
which prohibits the sale of property seized under jeopardy assessment 

(Continued on page 180) 
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WHAT EVERY 
TAX MAN 


CIRCULAR 230 


SHOULD 
KNOW 


By LOUIS A. BOXLEITNER 


This article could very well be entitled ‘‘What Every Tax Man Should Know 
About Being a Tax Man," for it discusses Treasury Department Circular 230 
and the changes which have recently been proposed for it. 

This circular is the regulation regarding enrollment and ethics 

of practice of those who appear 

before the Treasury Department representing a taxpayer. 


N NOVEMBER 26, 1958, the Treasury Department adopted new 

regulations governing the recognition of attorneys, agents and 
other persons representing clients before the Internal Revenue Service.' 
The new regulations became effective December 30, 1958, and reflect 
a consolidation of former Parts 10 and 12-14 of Title 31, Subtitle A, 
Code of Federal Regulations, comprising Treasury Department Cir- 
cular 230. The new regulations, as adopted at that date, do not 
involve many changes from Circular 230 as revised to December 7, 
1951, and subsequertly amended from time to time.? For the most 
part, the new regulations are a rearrangement of the provisions of 
old Circular 230 with some improvements in language. Aside from a 
fee of $25, to be paid upon application for enrollment as an attorney 





Tit. 31, Subtit. A, Prt. 10, CFR, 23 Federal Register 9261, New Ones 29, 
1958, CCH Standard Federal Tax Reports (1959 Ed.), Vol. 5, ¥ 60. H29F, 
inclusive. 

* Tit. 31, Subtit. A, CFR, Pts. 10, 12-14, Department Circular 230, CCH 
Standard Federal Tax Reports (1958 Ed.), Vol. 5, § 6027A-6029J, inclusive. 


Circular 230 








The author is an associate in the 
law firm of Arter, Hadden, 
Wykoff & Van Duzer, Cleveland, Ohio. 


or agent, and a $5 fee, to be paid upon 
the renewal of enrollment cards every 
five years, there is little real change 
in the regulations governing enrolled 
attorneys and agents and their conduct. 


The most significant changes affecting 
tax practitioners and the public are 
found in two supplementary actions 
of the Treasury Department announced 
in a press release dated October 31, 
1958. The first is an announcement 
that the Department would ease the 
requirements for special enrollment 
of persons who are not attorneys or 
certified public accountants. The second 
of these actions is reflected in a notice 
of proposed rule-making whereby the 
Department has proposed to amend 
the new regulations so as to permit 
nonenrolled persons to represent tax- 
payers before revenue agents and ex- 
amining officers in the district directors’ 
offices with respect to tax returns pre- 
pared by them.’ These two actions 
will be discussed more fully later in 
this paper. 

The provisions of Treasury Depart- 
ment Circular 230 which are now 
superseded by the new regulations 
apparently were developed over many 
years by a process of amendment and 
addition. As a result, old Circular 230 
was a confusing and jumbled collec- 
tion of provisions, with related sec- 
tions ofttimes wideiy separated. By 
reason of the poor organization of the 
material, but few enrolled persons 
really read or understood the rules 
in the circular. The new regulations 
set forth the present rules in a logical, 
well-organized and readable manner. 

The new regulations are divided 
into four subparts. Subpart A sets 


~ ® Treasury Department Press Release A- 
357, October 31, 1958, and 23 Federal Register 
8427, October 31, 1958. 
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forth rules governing authority to 
practice, that is, eligibility for enroll- 
ment, application for enrollment and 
practice without enrollment. Subpart 
B states the duties and restrictions 
relating to enrolled attorneys and 
agents. Subpart C contains rules rela- 
ing to disciplinary procedures. Sub- 
part D sets forth general provisions, 
including those relating to the avail- 
ability of records. 


It is not intended in this paper to 
analyze the new rules in detail, since 
the answers to most questions can 
now be readily found by consulting 
the rules themselves. A well-organ- 
ized table of section references at the 
beginning of the new regulations will 
facilitate the search. This paper will 
be restricted to a discussion of the 
significant changes between old Cir- 
cular 230 and its new counterpart. 
Section references, except where other- 
wise indicated, will be to sections in 
the new regulations. Since it presently 
appears that the new regulations will 
be published in a revised Department 
Circular 230, we shall, for convenience, 
refer generally to the new regulations 
as new Circular 230. 

In 31 Taxes 516 (July, 1953), then 
Director of Practice Irwin W. Car- 
penter, in an excellent article entitled 
“Regulation of Practice Before the 
Treasury Department,” discussed prac- 
tice before the Service under old Cir- 
cular 230 in considerable detail. Much 
of what was stated in that article will 
still be applicable under the new reg- 
ulations. 


Department Circular 230, for the 
most part, does not apply to taxpay- 
ers’ representatives in cases docketed 
before the Tax Court of the United 
States. That court has its own rules 
of practice and procedure and its own 
rules respecting admission to practice. 
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A taxpayer’s representative in a dock- 
eted Tax Court case need not be 
admitted to practice before the Inter- 
nal Revenue Service in order to repre- 
sent his client in negotiations with 
the Service with respect to such case. 
However, it would seem that any 
attorney or agent who is admitted be- 
fore the Service will have to follow 
the rules of conduct prescribed in Cir- 
cular 230 in his dealings with the 
Service except that no power of attor- 
ney need be filed in connection with 
such representation.* 


Subpart A—Authority to Practice 


Section 10.2(b) is substantially the 
same as its predecessor of the same 
number except it is now provided that 
the preparation of tax returns or the 
furnishing of information at the re- 
quest of the Internal Revenue Service 
or its representatives will not be con- 
sidered practice before the Service. 
Enrollment will not be required for 
either of such activities. 


Section 10.3(b) is similar to old 
Section 10.3(a) (4), except applicants 
for enrollment will no longer be re- 
quired to supply the names and ad- 
dresses of references. The Director 
of Practice may require such refer- 
ences to be listed on applications for 
enrollment, but the regulation is now 
silent on the subject. 


Sections 10.3(f)(1) and 10.3(f)(3) 
(i) appeay to broaden somewhat the 
scope of special enrollment permitted 
to former Internal Revenue Service 
employees. Section 10.3(f) (3) (iii) does 
not provide for special treatment of 
certain Internal Revenue Service super- 
visory personnel, which was permitted 
by the old rules. The comparable old 
sections are 12.1, 12.1(a), 12.1(c) (1) 
and 12.1(c)(3). 





* Tit. 26, CFR, Pt. 601, “Subpart E—Con- 
ference and Practice Requirements,” 20 
Federal Register 127, Sec. 601.507, CCH 
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Section 10.4(a) appears to give some- 
what broader authority to the Direc- 
tor of Practice in determining whether 
an applicant is qualified for enrollment 
than existed under old Section 10.3 
(a) (3), but the change does not appear 
to be significant. 


Section 10.4(b) is similar to old Sec- 
tion 10.3(b)(1) except that under the 
old section “a bad reputation imput- 
ing to an applicant conduct of a 
criminal, dishonest, or unethical kind” 
was set forth as a ground justifying 
denial of an application for enroll- 
ment. The new section states that 
among the causes sufficient to justify 
denial of an application for enrollment 
is failure to show good character or 
reputation; presumably, the applicant 
would have to so demonstrate only 
after being called upon to do so. 


Section 10.4(d) is more restrictive 
than old Section 10.3(a)(2) and may 
affect the enrollment of some persons 
(other than employees of individuals 
or partnerships engaged in the practice 
of law or accounting) who are full-time 
employees of individuals, partner- 
ships, corporations or other organiza- 
tions. This section reads: 


“Except for employees of individuals 
or partnerships engaged in the practice 
of law or accounting, persons em- 
ployed by individuals, partnerships, 
corporations or other organizations on 
a full-time basis, and who do not 
maintain offices apart from their em- 
ployment, with services available to 
the general public, shall not be eligible 
for enrollment.” 


However, note Section 10.7(a), 
which sets forth the circumstances 
under which a person may appear 
without enrollment. Such appearance 
is permitted to an individual on behalf 
of his regular full-time employer and 





Standard Federal Tax Reports (1959 Ed.), 
Vol. 5, § 6017. 
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on behalf of members of his immediate 
family. A partner may also appear 
without enrollment on behalf of a 
partnership of which he is a member. 
Corporations, trusts, estates, associa- 
tions and organized groups may be 
represented by officers or regular full- 
time employees who are not enrolled. 
Trusts, receiverships, guardianships 
and estates may be represented by 
their fiduciaries or “their regular full- 
time employees,” even though the 
person appearing is not enrolled. A 
new item, reflecting the long reach of 
Uncle Sam’s tax collectors, permits 
nonenrolled persons to appear outside 
of the United States before personnel 
of the International Operations Divi- 
sion of the Service. 


Section 10.4(e) is of interest only 
to former Internal Revenue Service 
employees who terminated their em- 
ployment in violation of an agreement 
to remain in the Service for a specified 
or reasonable period. Unlike old Sec- 
tion 10.4(c), the new section provides 
that such an employee may now show 
reasonable cause for the termination. 


Section 10.5(a) provides for a $25 
fee to be paid in connection with the 
application for enrollment. This fee 
requirement is new.® Unlike old Sec- 
tion 10.4, applicants who are qualified 
to enroll either as attorneys or as 
agents may now elect the category 
for which they desire to apply. 


A provision which is new but which 
may reflect prior practice is Section 
10.5(b), providing: 


“The Director of Practice, as a con- 
dition to consideration of an applica- 
tion for enrollment, may require the 
applicant to file additional information 
and to submit to any written or oral 
examination under oath or otherwise. 
Upon request of the Director of 
Practice an applicant shall endeavor 


* The fee charges under Secs. 10.5(a) and 
10.6(d) are based on authority granted in 
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It is a sad fact that our budgetary 
process does not yield the right 
decisions, either with respect to the 
total amounts to be spent or the 
composition of expenditures. We spend 
too much on many things 

and not enough on others.— 
Howard C. Petersen, vice chairman, 
Committee for Economic Development. 


to stipulate with an officer or employee 
of the Internal Revenue Service facts 
pertaining to the application to the 
fullest extent to which either complete 
or qualified agreement can be reached. 
The Director shall grant a hearing on 
an application at the applicant’s written 
request.” 

Temporary recognition to practice 
may be granted by the Director of 
Practice under Section 10.5(c). Under 
old Section 10.6(a), an unenrolled per- 
son could be permitted to make an 
initial appearance in a particular case, 
apparently in the discretion of the 
Service representative involved. New 
Section 10.5(c) is silent on the matter 
of such initial appearances, but note 
Section 601.502(b)(5) of the con- 
ference and practice requirements, 
which in effect provides for a limited 
form of initial appearance without 
enrollment under certain circumstances. 
Upon receipt of a properly executed 
application, the Director of Practice 
may now grant temporary recognition 
pending completion of the investiga- 
tion for enrollment. 

Decisions of the Director of Practice 
denying enrollment may now be ap- 
pealed to the Secretary of the Treas- 
ury (Section 10.5(d)). There was no 
similar provision in old Circular 230. 

Section 10.6(d) provides for a $5 
fee upon application for renewal of 
an enrollment card. Application for 
renewal may be made at any time dur- 





Sec. 501, 65 Stat. 290 (1951), 5 USCA Sec. 
140 (Supp., 1957). 
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ing a 24-month period commencing 
12 months before, and ending 12 
months before, and ending 12 months 
after, the expiration of an enrollment 
card. Unless application for renewal 
is made within 12 months after the 
expiration date of an enrollment card, 
the enrollment is automatically term- 
inated ; authority to practice can be then 
obtained only by filing a new applica- 
tion for enrollment as though the 
person had not been previously en- 
rolled. This section only gives an 
additional 12-month period after ex- 
piration of the card in which to apply 
for renewal; it does not extend the 
five-year period during which a card 
is valid. 

Some of the provisions of Section 
10.7(a) have been touched on pre- 
viously, but subparagraph (5) thereof 
provides that unenrolled persons may 
participate in rule-making as provided 
in Section 4 of the Administrative 
Procedure Act. 


Subpart B—Duties and Restrictions 
Relating to Enrolled Agents 
and Attorneys 


Section 10.20 contains little in the 
nature of new matter, although there 
is some change in language from old 
Section 10.2(j). The new section pro- 
vides that loss of status to practice 
as an attorney, as a certified public 
accountant, or as a public accountant 
shall constitute good cause for dis- 
barment from practice before the In- 
ternal Revenue Service. At first glance 
such loss of status would appear t 
refer only to disbarment or suspension 
by the state or other jurisdiction that 
gave the enrolled person his privilege 
to practice his profession. However, 
note Section 10.51(b)(25) which in- 
dicates that disbarment or suspension 
by any department or agency of the 
federal government may also result 
in disciplinary action by the Internal 
Revenue Service. 
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Section 10.21 is substantially the 
same as the first sentence of old Sec- 
tion 10.2(z), but is worthy of special 
note. It provides: 


(a) Professional ethics. Enrolled at- 
torneys shall conduct themselves and 
their practice before the Internal 
Revenue Service in accordance with 
recognized ethical standards applicable 
to attorneys generally. Enrolled agents 
who are certified public accountants 
or public accountants shall conduct 
themselves and their practice before 
the Internal Revenue Service in ac- 
cordance with recognized ethical 
standards applicable to certified public 
accountants or public accountants 
generally. 


(b) Observance of regulations. En- 
rolled attorneys and agents shall con- 
duct themselves and their practice be- 
fore the Internal Revenue Service in 
such manner as not to commit any 
act of disreputable conduct referred 
to in §10.51 or to violate any other 
provisions of this part.” 


A new provision relating solely to 
the representation of agricultural co- 
operative associations is found in Sec- 
tion 10.31. The need for this special 
provision or its significance is not ap- 
parent. This section reads: 


“Nothing contained in the regula- 
tions in this part shall prevent an en- 
rolled person from being employed by 
agricultural cooperative associations 
(which are on a non-profit basis and 
not subject to Federal income taxes) 
to represent before the Service the 
groups or units constituting member- 
ship of such associations: Provided, 
That individuals may not be so repre- 
sented.” 

Section 10.38 relates to advertising, 
letterheads, professional cards and an- 
nouncements of enrolled persons. The 
section, like old Section 10.2(v) (4) 
appears to permit some advertising 
and similar practices which may vio- 
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late the canons of professional ethics 
adopted by the American Bar Associa- 
tion. An attorney will still be governed 
by the canons in this area, and should 
not be misled by provisions in this 
section which may be inconsistent 
with the canons of his profession. The 
same caution is, of course, equally ap- 
plicable to certified public accountants 
who are governed by their own 
canons of ethics. The writer does not 
have available any canons of ethics 
relating to public accountants, but to 
the extent such canons may exist, 
those practitioners must bear them 
in mind. 


Some of the restrictions which ap- 
peared in old Section 10.2(v), cap- 
tioned “Solicitation and advertising, 
direct or indirect, prohibited” will not 
be found in the new Section 10.38. 
However, certain provisions in new 
Section 10.51, and particularly para- 
graphs (20), (23), (24) and (28) 
thereof, fill part of the void left by 
the apparent absence of some of the 
restrictions of the old section. Para- 
graph (28) is a new provision but its 
subject matter appeared in another 
form in the old circular. 


Subpart C— 
Disciplinary Proceedings 


This subpart sets forth in consider- 
able detail the forms of disreputable 
conduct for which an enrolled at- 
torney or agent may be disbarred or 
suspended from practice before the 
Internal Revenue Service. Although 
the vast majority of practitioners will 
not engage in actions resulting in dis- 
ciplinary action, there are certain 
points of general interest. Aside from 
specific forms of conduct which may 
lead to disciplinary action, note the 
general statement that disreputable 
conduct includes any conduct violative 
of the ordinary standards of profes- 
sional obligation and honor (Section 
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Among the forms of disreputable 
conduct “deemed to constitute such 
conduct” are disbarment or suspension 
from practice by any duly constituted 
authority of any state, etc., or any de- 
partment or agency of the federal 
government and, as has been pre- 
viously mentioned, failure of an en- 
rolled person to conduct his practice 
“in accordance with recognized ethical 
standards” (Section 10.51(b)(23)- 
(25)). This poses several interesting 
questions. Suppose an attorney, in con- 
nection with his practice before the 
Service, engages in a form of advertis- 
ing permitted under Section 10.38, but 
which is in violation of his profession’s 
canons of ethics and as a result is sus- 
pended or disbarred in the state where 
he is admitted. Will the permission 
granted in Section 10.38 be a valid de- 
fense in the state proceeding? If this 
attorney is disbarred in the state, will 
the Internal Revenue Service then 
summarily disbar him for merely do- 
ing something which the new circular 
permits? The pill would be particu- 
larly bitter for such an attorney if a 
person, such as a preparer of tax re- 
turns whom the Service apparently 
will permit to represent taxpayers, 
subject to no professional ethical re- 
straints could do the same thing with 
impunity. 


Another interesting question is 
presented by the situation of an at- 
torney whose original admission to 
practice is in an integrated-bar state, 
where membership and payment of 
dues is a condition to continuation of 
the right to practice. Suppose the 
attorney removes to another jurisdic- 
tion, say the District of Columbia, and 
is there admitted on reciprocity, after 
which he lets his original admission 
in the integrated-bar state lapse by 
nonpayment of dues. Unless the in- 
tegrated bar state has some provision 
to take care of such situations, as 
some of them do, does the enrolled 
attorney run the risk of disbarment 
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Contrary to general understanding, 
recent great increases in Fede ral 
spending have not been for defense 
and foreign aid, they have been for 
domestic-civilian programs. Since 1954, 
expenditures outside of defense, 
atomic energy, and foreign aid 
categories have increased from $19.1 
billion a year to $33.4 billion. This 
is an increase of $14.3 billion, or 

75 percent.—Senator Harry F. Byrd. 


by the Service because of his suspen- 
sion “by the duly constituted au- 
thority of any State’? Probably not, 
but the literal language of Section 
10.51(b) (25) does not give him much 
comfort. 


Under Section 10.4(b), enrollment 
may be denied to any applicant who 
has engaged in any conduct or prac- 
tices which would constitute a viola- 
tion of any provisions of the regula- 
tions if he were enrolled. Thus the 
disciplinary provisions in Section 10.51 
are brought into play in determining 
eligibility for enrollment under Sec- 
tion 10.4(b). 


The Subpart C rules cover a wide 
range of activities which could con- 
stitute disreputable conduct leading 
to disciplinary action. The types of 
conduct frowned upon are those which 
ethical practitioners will readily agree 
should be condemned. However, there 
are a few areas where an enrolled per- 
son can get into difficulty even though 
he has not been guilty of direct wrong- 
doing himself. See Section 10.51(b) 
(29), which relates to “Representing, 
as an agent or associate, an attorney, 
accountant, or other person known by 
the enrollee to solicit practice in any 
unethical or unprofessional manner.” 
To similar effect, see Section 10.51 
(b) (30), which defines disreputable 
conduct as including “knowingly aid- 
ing or abetting another person to 
practice his profession while said 
other person is disbarred.” It would 
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seem that a partner or associate in 
a large law or accounting firm could 
be put into a most unfortunate posi- 
tion by this Paragraph 30 rule where 
another person in the firm is dis- 
barred by the Service a!though not 
by the state of admission. However, 
the situation is not as bad as it was 
under this paragraph as first proposed, 
which also included “suspension” as 
a ground for forcing disassociation. 
Section 10.2(n) of old Circular 230 is 
somewhat similar to these paragraphs 
(29) and (30), but the new rules are 
more severe. Paragraph 27, another 
new provision, includes in the scope 
of punishable disreputable conduct 
knowingly aiding or abetting another 
person in defrauding the United 
States, as by affirmatively assisting or 
participating in the concealment of, 
or failure to report, income, receipts, 
or other property subject to taxation. 
It would seem that an enrolled person 
who “carelessly” bills a client so as 
to reflect a tax-deductible fee for 
services which do not properly result 
in a deductible item may be vulner- 
able under this section. 


The Director of Practice is given 
authority by Section 10.53 to repri- 
mand an enrolled attorney or agent 
without the institution of a formal 
proceeding. This provision apparently 
gives the Director certain new authority 
which could be useful in situations 
not warranting formal proceedings. 


Section 10.55 is comparable ‘o old 
Section 10.7(b), but the Director of 
Practice is now given power under 
certain circumstances to institute dis- 
ciplinary proceedings without first 
giving the accused an opportunity to 
comply with the requirements govern- 
ing practice. Some persons object to 
this discretionary power and some 
have expressed doubt as to the legality 
of any power to institute such a pro- 
ceeding without prior notice and op- 
portunity to answer or explain charges. 
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A respondent in a disciplinary pro- 
ceeding could, under old Section 10.7 
(b)(9), request a bill of particulars 
in order to prepare his defense. This 
provision does not appear in new Sec- 
tion 10.57. 


In many respects new Subpart C 
has made disciplinary proceedings 
easier from the government’s stand- 
point, which may be justifiable by 
reason of difficulties encountered un- 
der the old rules in trying to punish 
violators. Since but little publicity 
is given to such proceedings by the 
Department, it is not known whether 
these changes in Subpart C reflect 
real departures from practice under 
the old regulations. 


The provisions of Subpart C are of 
little interest to most enrolled per- 
The relatively few persons 
who are likely to be, up for dis- 
ciplinary action probably will be the 
ones who have not read the regula- 
tions anyway. However, one disturb- 
ing element which should be of 
concern to all practitioners, as a 
matter of principle, is new Section 
10.67(a), providing: 


sons. 


“The rules of evidence prevailing in 
courts of law and equity are not con- 
trolling in hearings on complaints for 
the disbarment or suspension of en- 
rolled attorneys and agents. How- 
ever, the Examiner shall exclude evi- 
dence which is irrelevant, immaterial, 
or unduly repetitious, and he may ex- 
clude evidence which is not of the 
kind which would affect reasonable 
and fair-minded men in the conduct 
of their daily affairs.” 

Since disbarment proceedings are 
quasi-judicial in nature, it is un- 
fortunate that the rules of evidence 
will not prevail. Hearsay testimony, 
with all of its objectionable character- 
istics, will be admissible. The discre- 
tion given to the hearing examiner 
to exclude “evidence which 
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It is my firm belief that this 

[taxation of long-term capital gains] 
is an unwise, and an unfair tax. It is 
largely a levy on capital and not on 
income. . . . |am introducing ...a 
resolution which provides that the 
alternate rate of tax on long-term 
capital gains be reduced from 

25 percent to 12% percent.— 
Representative James B. Utt. 


of the kind which would affect reason- 
able and fair-minded men in the con- 
duct of their daily affairs” injects a 
vague rule of evidence which may be 
an inadequate substitute for the tradi- 
tional safeguards to the accused. Old 
Circular 230 appears to be silent on 
this subject. 

Section 10.69 includes a provision 
which appears to be an unnecessary 
restriction, namely denying to both 
the government and the accused the 
right to receive copies of any exhibits, 
even though both parties have the 
right to examine all exhibits. One 
can conceive of a situation where the 
accused may find it necessary to show 
a particular exhibit to a witness not 
present at the hearing (such as a tax 
return or document allegedly prepared 
by the accused) and will suffer real 
detriment by reason of this restric- 
tion. However, in the appropriate 
situation, the trial examiner may be 
able to grant special permission. 


Section 10.71 is comparable to old 
Section 10.7(b) (26). The new section 
merely provides that the examiner 
shall make the initial finding in the 
which, in the absence of an 
appeal to the Secretary of the Treas- 
ury, or review of the decision on mo- 
tion of the Secretary, shall become 
the decision of the Secretary. In the 
old section there was an additional 
requirement that in making his find- 
ings and conclusions as to the truth 
of the charges, the examiner had to 
be guided “by the preponderance of 


case, 
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reliable, probative and substantial evi- 
dence.” 


Appeal from the examiner’s deci- 
sion may be made by either party 
within 30 days from the date of the 
decision. The appeal is to the Secre- 
tary of the Treasury. Section 10.72, 
so providing, is somewhat different 
from old Section 10.7(b)(28), but 


seems to be an improvement. 


Section 10.73 relates to the decision 
of the Secretary of the Treasury. Al- 
though somewhat different in language 
from old Section 10.7(b)(30), the 
changes do not appear to be material. 


Old Section 10.7(b)(33) provided 
for reopening of cases in the case of 
suspension or disbarment on the 
grounds of newly discovered evidence 
or the availability of important evi- 
dence which the accused was unable 
to produce at the original hearing. The 
right to apply for reopening of a case 
on these grounds does not appear in 
new Section 10.74. Discretion to lift 
the suspension or disbarment now 
appears to be vested solely in the 
Director of Practice. 


Section 10.75 is new and has no 
counterpart in old Circular 230. It is 
apparently intended to give the 
Director of Practice much broader 
authority to notify other federal 
agencies as well as appropriate state 
authorities of the disbarment or sus- 
pension. This will undoubtedly make 
disciplinary actions of the Treasury 
Department more effective since it 
may result in further disciplinary 
proceedings by other federal agencies 
as well as at the state level. It is 
believed that the effectiveness of Treas- 
ury Department disciplinary action 
has been somewhat handicapped in 
the past by lack of such authority to 
communicate with interested federal 
and state officials. This section reads: 


“Upon the issuance of a final order 
disbarring or suspending an enrolled 
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attorney or agent, the Director of 
Practice shall give notice thereof to 
appropriate officers and employees of 
the Internal Revenue Service and to 
interested departments and agencies 
of the Federal Government. Notice in 
such manner as the Director of 
Practice may determine may be given 
to the proper authorities of the State 
by which the disbarred or suspended 
person was licensed to practice as an 
attorney or accountant.” 


Subpart D—General Provisions 


The roster of all persons enrolled 
to practice and the roster of all per- 
sons disbarred or suspended from 
practice are available for public in- 
spection under new Section 10.90. At 
first glance there may appear to be 
some change from old Section 13.2(a), 
which does not provide for a roster 
of persons who have been disciplined. 
However, for the past four or five 
years the names of such persons have 
been listed periodically in Internal 
Revenue Bulletins, and the roster of 
such persons is, therefore, not a new 
procedure. 


“Matters of official record pertaining 
to the enrollment of persons to practice 


are available at the office of the 
Director of Practice to persons 
properly and directly concerned” (new 
Section 10.90(b); old Section 13.2(b). 
It is not clear whether this section 
will authorize the disclosure of “con- 
fidential records” to “persons properly 
and directly concerned” despite the 
prohibition in Section 10.90(c) with 
respect to the disclosure of such 
records. It is likely that new Section 
10.90(b) and (c) will not permit such 
disclosure even to interested state 
officials since these sections read to- 
gether are comparable to old Sections 
13.2(b) and (c). The predecessor of 
the present Director of Practice at 
one time indicated to the writer that 
he felt these old sections restrained 
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him from making adequate disclosure 
of information to state authorities 
concerned with local disciplining of 
attorneys, certified public accountants 
and accountants. There does not ap- 
pear to be sufficient change in language 
between the old and the new provi- 
sions to indicate any change in these 
restraints. Of course, the present 
Treasury Department officials may 
now view the matter differently. 


New Section 10.91 requires that re- 
quests for information must be sub- 
mitted to the Director of Practice in 
writing and set forth the interest of 
the applicant in the subject matter 
and the purpose for which the in- 
formation is desired. This is a con- 
siderable improvement over old Sec- 
tion 13.3 which merely provided that 
the public could secure information 
from the Director of Practice by per- 
sonal appearance, telephone or written 
communication. 


Power of Attorney and Conference 
and Practice Requirements 


Although Circular 230 is generally 
regarded as setting forth all of the 
rules governing practice before the 
Internal Revenue Service, many pro- 
visions of importance will be found 
in the statement of procedural rules.* 


Of these procedural rules, the ones 
which have the most direct applica- 
tion to practice will be found in 
“Subpart E—Conference and Practice 
Requirements.” * 


The rules set forth in these confer- 
ence and practice requiremer.ts relate 
primarily to conferences with In- 
ternal Revenue Service personnel and 
the preparation and filing of powers 
of attorney in connection with the 
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representation of taxpayers. 


requirements are still fully effective 
and are not changed by the regula- 
tions set forth in new Circular 230. 


Section 10.8 of old Circular 230 set 
forth certain requirements with re- 
spect to the filing of powers of 
attorney by nonenrolled persons in 
connection with matters before the 
Internal Revenue Service. New Cir- 
cular 230 does not refer to such pow- 
ers. However, since the conference 
and practice requirements are still 
fully effective, it is apparent that en- 
rolled practitioners will still have to 
file powers of attorney as they have 
in the past. 

The limitations on entering into 
contingent-fee agreements with a cli- 
ent are familiar to all practitioners 
before the Internal Revenue Service. 
Paragraph (a) of Section 10.37, which 
is substantially similar to old Section 
10.2(y)(1), prohibits the charging of 
manifestly unreasonable fees for rep- 
resentation of a client in any matter 
before the Internal Revenue Service. 
Paragraph (b) of Section 10.37 pro- 
hibits wholly contingent-fee agree- 
ments unless the client is financially 
unable to pay a reasonable fee on any 
other terms, but permission is given 
for partially contingent-fee agree- 
ments where provision is made for 
the payment of a minimum fee, sub- 
stantial in relation to the possible 
maximum fee; this paragraph com- 
pares to old Section 10.2(y)(2). In 
Section 10.37 as proposed on October 
4, 1958, appeared additional para- 
graphs (c) and (d) relating to the 
reporting of contingent-fee arrange- 
ments to the Director of Practice and 
to the filing of a fee statement at the 
time when a power of attorney is 
filed; these paragraphs are substan- 
tially similar to old Section 10.2(y) 





* Tit. 26, CFR, Pt. 601, 20 Federal Reg- 
ister 127, CCH Standard Federal Tax Re- 
ports (1959 Ed.), Vol. 5, 95996 through 
6025C. 
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* Tit. 26, CFR, Pt. 601, Subpt. E, Secs. 


601.501 through 601.511, CCH Standard 
Federal Tax Reports (1959 Ed.), Vol. 5, 
{ 6013 through 6021. 
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(3) and (4). However, in the regula- 
tions adopted on November 26, 1958, 
as published in 23 Federal Register 
9261, 9265, new Section 10.37 is silent 
on the matter of filing a fee state- 
ment. It is not known whether the 
Service intends to drop the require- 
ment of filing such a fee statement, 
whether the details of filing such a 
statement will be taken care of in 
amendments to the conference and 
practice requirements, or whether 
there was an erroneous omission of 
paragraphs (c) and (d) in the Federal 
Register publishing the final rules.® 


Special Enrollment 
for New Category of Applicants 
and Representation of Taxpayers 
by Nonenrolled Persons 

As has been previously indicated, 
the Treasury Department, on Octo- 
ber 31, 1958, announced two changes 
which may have the effect of greatly 
increasing the number of persons eli- 
gible to represent taxpayers before 
the Internal Revenue Service. 


In the first step, the Department 
announced that the Internal Revenue 
Service would give examinations to 
“properly qualified applicants who are 
not eligible for enrollment as lawyers, 
certified public accountants, or former 
Internal Revenue Service officers or 
employees.” The departmental press 
release stated the examinations would 
not be as difficult as those presently 
given but would be designed to test 
adequately the technical competence 
of applicants to represent taxpayers 
at all levels of the Service. These 
examinations will be prepared by the 
Service and held simultaneously in all 
district directors’ offices. The first 
such examination is to be given in 
June, 1959. The Service apparently, 





*See also Sec. 601.503, “Conference and 
Practice Requirements,” CCH Standard 
Federal Tax Reports (1959 Ed.), Vol. 5, 
{ 6014, which states requirements with re- 
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will require applicants for such en- 
rollment to submit satisfactory evi- 
dence of education and/or experience. 
Successful applicants will be specially 
enrolled as agents and given a card 
permitting unlimited practice before 
all levels of the Service. These agents 
will be subject to Department Circu- 
lar 230. Such enrollment is permitted 
by Section 10.3(e), which section is 
comparable to old Section 10.3(j). 
The significant change in this type of 
enrollment does not arise out of any- 
thing substantially new in Circular 
230 but in the interpretation and ap- 
plication of the provision. 


The second step is still in a pro- 
posed stage. The Treasury Depart- 
ment has proposed to revise the policy 
stated in IR Mim. 58, 1952-2 CB 297, 
so as to permit “any person who pre- 
pares a return for a taxpayer to ap- 
pear as the taxpayer’s representative, 
with or without the taxpayer's pres- 
ence, before revenue agents and ex- 
amining officers in the field audit or 
office audit branches in the offices of 
District Directors with respect to the 
tax liability of the taxpayer for the 
taxable year or period covered by that 
return.” To accomplish this, the De- 
partment published a notice of rule- 
making in 23 Federal Register 8427, 
October 31, 1958, proposing the addi- 
tion of the following new subpara- 
graph (7) to Section 10.7(a) of the 
circular: 

“Any person who signs a return as 
having prepared it for the taxpayer 
may appear, without enrollment, as 
the taxpayer’s representative with or 
without the taxpayer's presence be- 
fore revenue agents and examining 
officers of the field audit or office audit 
branches in the offices of District Direc- 
tors, with respect to the tax liability of 





spect to the signing of fee statements “re- 
quired to be filed by attorneys and agents 
under Department Circular 230.” 
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the taxpayer for the taxable year or 
period covered by that return. Any per- 
son who prepared a return with respect 
to which the instrument or regula- 
tions do not require that it be signed 
by the person who prepared the re- 
turn for the taxpayer may likewise 
appear as the taxpayer’s representa- 
tive. Proper authorization from the 
taxpayer will be required. Unless the 
taxpayer is present, such a person 
must present satisfactory identifica- 
tion. All such persons will be subject 
to such rules regarding ethical prac- 
tices, the extent of their authority, 
and other matters as the Director of 
Practice, with approval of the Com- 
missioner of Internal Revenue, shall 
prescribe. Such a person will be per- 
mitted to represent taxpayers within 
those limits without enrollment.” 


As of the end of 1958, this new 


subparagraph (7) had not been adopted 
but further announcements about it 
may be expected in the near future. 
If the new subparagraph is adopted, 
the new group of taxpayers’ repre- 


sentatives would be free to appear 
before the Service through the Audit 
Division level, even though not en- 
rolled to practice. 


In the press release relating to sub- 
paragraph (7), the Treasury Depart- 
ment pointed to the increased number 
of tax returns and to the burden 
placed upon small taxpayers in con- 
nection with the audit of their re- 
turns. The Service indicated that it 
expected the nonenrolled practition- 
ers who prepare tax returns would 
be of great assistance to taxpayers 
and to the Service in the disposition 
of cases. 

The proposed new subparagraph 
(7) would undoubtedly have an im- 
portant effect on tax practice by all 
persons presently enrolled to practice. 
As of yet, no rules of conduct have 
been published which would govern the 
activities of these nonenrolled practi- 
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tioners. It is apparent, however, that 
they would not be subject to the 
ethical limitations such as those im- 
posed by the various professional or- 
ganizations of lawyers and certified 
public accountants on their respective 
members. Their conduct would be 
controlled only by such rules as may 
be promulgated by the Director of 
Practice. 

The question comes to mind as to 
whether a person who is ineligible 
for enrollment as an attorney or agent 
under new Circular 230 would be able 
to acquire the privilege of appearing 
before the Service merely by reason 
of having prepared the tax return in 
question. It would seem that this 
might be a far easier way to acquire 
the right to practice, at least up 
through the Audit Division level, 
than to take the examination referred 
to in the October 31, 1958 press 
release. 


Conclusion 


The new regulations are readable 
and understandable. The _ subject 
matter is well organized. There are 
a few provisions in the new regula- 
tions to which some person may take 
exception. However, the new regu- 
lations are a great improvement over 
the material contained in old Circular 


230. 


In view of the poor organization 
of the material in the old circular 
and the resultant rearrangement of 
the comparable provisions in the new 
regulations, it is possible that some 
old provisions which we have been 
indicated herein as having been dropped 
may now in fact be incorporated at 
some point in the new regulations 
in such modified form as to have 
escaped notice. Anyone who has par- 
ticular interest in a provision which 
appears to have been abandoned should 
bear this cautionary note in mind. 


[The End] 
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WHAT EVERY 
TAX MAN 


THE TAX COURT 


SHOULD 
KNOW 


A high light of the 1958 annual meeting of the Arkansas Bar Association was 
an interview with Bolon B. Turner, Judge of the Tax Court of the 

United States, on the subject of ‘‘Tax Court Problems and Practice."’ 

Judge Turner is a native of Arkansas. He was interviewed by 

William H. Bowen, of the firm of Mehaffy, Smith & Williams, Little Rock. 

A transcript of that interview, which also was 

published in the Summer, 1958 Arkansas Law Review, follows: 


R.. BOWEN: Judge Turner, to set the stage for our questions, I 
. know that the audience would be interested in your telling them 
what the Tax Court is. 


Jupce Turner: The Tax Court of the United States is in practical 
effect a legislative court as distinguished and contrasted with courts 
of general jurisdiction created under Article 3 of the Constitution. 
It derives its powers, its functions, its jurisdiction, its duties from 
Congress. It was created by Congress as it now is in 1926 to judicially 
hear and determine controversies between taxpayers and the govern- 
ment particularly in income, estate and gift tax cases. These proceed- 
ings were to apply to situations where the Commissioner of Internal 
Revenue, upon audit of returns as filed, determined that the taxpayer 
had understated his tax; this tribunal was created to give the taxpayer 
the right to have his liability to such additional amounts of tax, com- 
monly referred to by the term “deficiency,” judicially determined with- 
out first having to pay the tax and then obtain a judicial determination 
in the Court of Claims or the Federal District Court. 


Mr. Bowen: Are you the only member of that court or do you 
have an associate? 


Jupce Turner: There are 16 judges, one of whom is desig- 
nated by his associates as the chief judge. Each two years we designate 
some one of our number to serve as chief judge. The other 15 
judges ride circuit covering the entire United States doing trial work 
generally although with our present energetic chief judge he gets a 
few licks at the trial bench himself. In addition, presently we have 
four judges who are on retired status but serve on recall and give us 
somewhere between 16 and 20 full-time judges. 
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Mr. Bowen: As I remember, you 
were honored with that high office as 
chief judge for four years yourself. 
What period of time did you serve? 


Jupce Turner: I served from 1945 
to 1949, 


Mr. Bowen: Judge, do you sit asa 
full court in determination of a ques- 
tion or do you sit as a single-judge 
court? 

Jupce Turner: Under the statute 
enacted by Congress, the Tax Court 
is to hear and decide cases by divi- 
sions and a division may be one or 
more judges as the chief judge directs. 
However, it was early determined 
that in order to cover the volume of 
cases, to handle the volume of busi- 
ness, the court would have to avoid 
multiple divisions and sit individually 
so that we could spread the personnel 
of the court thinner, and as part of our 
permanent organization, each judge is 
a division of the court. 


Mr. Bowen: Since you are in effect 
a part of the federal judiciary, do you 
use the Federal Rules for Civil Pro- 
cedure applicable to the federal courts? 


Jupce Turner: There again, as | 
said, we are what Congress says we 
are, and Congress in creating the Tax 
Court provided that the Tax Court 
should promulgate its own rules of 
practice and procedure. 

It was apparent that Congress in- 
tended us to function as a court, and 
the basis of all our rules of practice 
is what we like to think are the com- 
mon sense rules which would govern 
a judicial tribunal in hearing cases, 
hearing the evidence, considering the 
cases, admissibility and so forth. So 
while it is true we do not adopt or 
follow literally the rules of civil pro- 
cedure, in most instances insofar as 
the substance of the rules of civil 
procedure apply to our proceedings, 
they are the same. However, being 
a tribunal of limited jurisdiction and 
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dealing with specific cases and not 
being situated locally but having to 
ride circuit all over the United States 
and then do our book work back in 
Washington, some rules that would 
be practical in a local court are im- 
practical with us. In addition, of course, 
courts of general jurisdiction have 
criminal matters to determine that we 
do not have. There are a few varia- 
tions otherwise in the Tax Court 
rules and the rules of civil procedure 
in civil cases which we think are pri- 
marily based on practical considerations. 


What Rules of Evidence Apply? 


Mr. Bowen: 
dence apply? 


What rules of evi- 


Jupce Turner: The rules of evi- 
dence are specified by the Congress 
in the code and about the easiest 
thing to do would be to refer to our 
rule which is merely to call attention 
to the statute. The trials before the 
court and its divisions are conducted 
im accordance with rules of evidence 
applicable in trials without a jury, in 
the United States District Court for 
the District of Columbia. With refer- 
ence to the examination of unwilling 
or hostile witnesses, see Rule 45(b) 
of the Rules of Civil Procedure for 
United States District Courts. Now, 
for all practical purposes, what all of 
that means is that it is seldom if ever 
that we have any question or ruling 
to make on evidence that just doesn’t 
follow your old, common rules of evi- 
dence. Frankly, when I go on circuit, 
| have a copy of JoNEs on the bench 
and if need be, I take a look at it. 


Mr. Bowen: Thanks for that tip, 
Judge, I am going to get a copy of 
JoNEs on returning to Little Rock. 


Jupce TuRNER: We do have some 
difficulty at times when we sit in 
Louisiana, particularly in New Orleans 
where they are under civil law to 
some degree. 
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Mr. Bowen: Do you have a right 
to jury trial in your court? 


JupGe TuRNER: You do not; we sit 
as judge and jury. Often I am very 
happy that that is true because I am 
presumed to have some knowledge 
and understanding of the law, and 
even if I let something in that might 
be error if you had juries, I am sup- 
posed to be able to weed that out and 
not base any decision on it. 


Who Represents Government? 


Mr. Bowen: Who represents the 
government for you in your court? 


JupGe TuRNER: The government is 
represented by the attorneys compris- 
ing the staff of the Chief Couusel for 
the Internal Revenue Service. 


Mr. BowEN: It has been my experi- 
ence that they have been very able. 
They are specialists and they work 
at it every day I believe 24 hours 
a day. 


Jupce TurNeER: For the past 15 to 18 
years, you people out in private prac- 
tice presumably have had such busi- 
ness that you are constantly gobbling 
up the young men and the Chief 
Counsel has had a difficult recruiting 
problem to keep good boys in the 
service at the salaries they can pay. 


Mr. Bowen: Where would the case 
be tried if I represented somebody 
in Little Rock and wanted to have a 
hearing in your court? 


Jupce TurNER: The case would nor- 
mally be cataloged under Little Rock. 
The court sits in the places which 
will best meet the convenience of the 
taxpayer insofar as practicable. That 
word “practicable” keeps us from going 
into isolated places just to hear one 
case but we do sit in most of the states 
of the Union and the frequency of our 
sessions of courts in the various cities 
is dependent, of course, on the volume 
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of business. Now, for Arkansas, Ar- 
kansas cases would be listed for trial 
in Little Rock. The volume, however, 
as it is in some of the states is not 
such as to bring the court here at too 
frequent intervals and we do get to 
Memphis a bit more often than we do 
to Little Rock because Memphis not 
only catches western Tennessee but 
a goodly portion of the Mississippi 
cases and Arkansas cases so we do 
hear Arkansas cases in Memphis at 
times. Of course, if they want to 
come to Washington, why, they can 
come there, but seldom do counsel ask 
for trial in Washington. 


Mr. Bowen: Judge, I think it would 
be of interest to point out that at the 
time the petition is filed in Tax Court, 
if counsel does not file an original and 
two copies of his request for the place 
of hearing he might find that counsel 
out in Oklahoma City representing 
the government may ask for a hearing 
in Oklahoma City and he may have 
to bottle up his evidence and make 
a trip. 


Jupce Turner: That is true. Dur- 
ing my service as chief judge for four 
years, that was one of my chores to 
specify places where the trials would 
be had and sometimes we would have 
very annoying little incidents occur- 
ring merely because the taxpayer or 
his counsel had not made his request 
as he has the privilege of doing. 


Pretrial Procedure 


Mr. Bowen: You mentioned that 
the rules of procedure in Tax Court 
approximate the Federal Rules of Civil 
Procedure. I would like for you to 
tell this audience what kind of pre- 
trial discovery right you have in your 
court. 

Jupce TurNER: Well, we do not 
have any formal procedure established 
but we had pretrial procedure before 
Laws, who is known as an authority 
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on pretrial work in federal jurisdic- 
tion; he is chief judge of the District 
Court of the District of Columbia. 
We had very effective pretrial work 
long prior to the time that it was 
worked up formally in the federal 
district courts through the functioning 
and operation of tax counsel generally 
and the counsel for the government. 
The result is that we have never 
adopted formal rules for pretrial pro- 
cedure. We have been faced with 
some practical geographical difficulties, 
and have no judge at hand to preside 
over pretrial conferences except when 
a judge is present at a regular trial 
session of the court. When we were 
loaded with the war contracts cases 
and we had the problem there of not 
knowing just what would come about, 
we did set up some rules about the 
parties conferring on stipulation of 
evidence, facts or stipulations of cases 
and we found that works very effec- 
tively ; normally the parties will come 
pretty close to clearing the calendars 
before call if they are susceptible of 
that. Of course, now and then you 
will get situations where the judge 
will have to step in, but since he is 
not in the locality until the date set 
for the call of the calendar for trial, 
it normally takes place before or after 
or during the proceeding of the court 
on a docket in a particular locality. 
But we are always open to motion, 
and since our rules do call on the 
parties to get together at least upon 
notice of the case for trial which is 
approximately 90 days in advance of 
call in the locality, to stipulate facts 
and to dispose of cases, if they haven’t 
done that when we get there, we 
usually see what we can do at that 
time. 


Mr. Bowen: Judge, do I under- 
stand then that you do not have to 
inquire into the government’s evidence 
by a pretrial deposition? In other 
words, | could not ask your court for 
permission to take a deposition of a 
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revenue agent for purpose of dis- 
covery prior to a trial? 


Jupce TuRNER: We have no formal 
rule of discovery, but the court has 
no rule against it and where any alert 
attorney has a problem that could 
properly be advanced in that manner, 
the court is always there ready and 
willing to hear the motion. So any 
time, Mr. Bowen, you have something 
on your chest, we will be glad to hear 
your motion and see what it covers 
but I would say this: On behalf of the 
lawyers generally over the country, 
we have a complete self-operating 
pretrial operation through the coopera- 
tion of counsel generally for the peti- 
tioners and the government. The only 
reason we have our heads above the 
water today is because we have so 
many cases that if we had to hear 
more than 20 per cent, we would 
have had to have expanded greatly 
or else we would have been so far 
behind that we would have been out 
of existence. But counsel are wonder- 


ful and they have made it possible for 
us to function the way we do. 


Burden of Proof 


Mr. Bowen: Judge, I understand 
that when you file a petition in your 
court to have commission determina- 
tion—that you have the burden of 
proof. I also understand that is a 
pretty severe burden. Would you 
mind enlarging on that? 


Jupce TurNER: You will have to 
speak for yourself on the severity of 
the burden. Generally speaking, I 
have never had any occasion to note 
that it was such a severe burden or 
any more of a burden than it is in any 
other case. The burden is on the mov- 
ing party, the party that originates 
whatever it is that is to be tried. 
That’s the general situation and, of 
course, in our proceedings, since the 
Tax Court is set up to give the tax- 
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. « « remember that prosperity can be 
only for the free, and that 

freedom is the sure possession of 
those alone who have courage to 
defend it.—Pericles. 


payers the right to judicial determina- 
tion prior to payment of these 
additional amounts, most of the infor- 
mation, evidence and facts involve the 
taxpayer. He is the moving party and 
he makes these allegations and, of 
course, he comes forward with the 
proof to support them. In most in- 
stances it has to come from his own 
files and records. 


Mr. Bowen: Judge, my clients are 
all very honest and I put one of them 
on the stand after he has told me he 
is telling the truth about it and I 
hand him his tax return and say, “Mr. 
Jones, is that a true return?” and he 
says, “Yes.” Have I shifted the bur- 
den to Uncle Sam in going forward 
on that point? 


Mr. Bowen, the 
situation would be the same as in 
other courts, so far as I know. The 
testimony of a conclusion is not very 
effective, and that is particularly true 
when it is a self-serving conclusion. 


Jupce TURNER: 


In some instances, by rule of the 
court, the burden is on the govern- 
ment: if, for instance, the government 
raises affirmative matter that is not 
covered in the determination of defi- 
ciency—sets up new grounds—that is 
the government’s case, and as in any 
other normal case and under our rules 
it does have the burden. Further, 
Congress has seen fit in a few in- 
stances to specify that the govern- 
ment should have the burden. One is 
fraud. We still regard it as a pretty 
serious charge and the Congress there, 
after some consideration in the early 
days of the Board of Tax Appeals as 
to who had the burden, decided that 
the government should have the bur- 
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den as to the fraisd. Also, where there 
is a transfer of assets without consid- 
eration and the tax is determined 
against the transferor, the govern- 
ment has the burden of showing that 
the receipt of these assets to which it 
has to look for payment was without 
consideration and that there is trans- 
feree liability. We have another prob- 
lem that we are having great difficulty 
with because Congress unfortunately 
gave us a rather ambiguous statute, 
and that has to do with the cases 
where the Commissioner has deter- 
mined the heavy tax against a corpor- 
ation because he says that there has 
been an unreasonable accumulation 
of corporate profits, rather than a 
distribution in dividends. The pur- 
pose was to relieve the stockholders 
of the surtax burden that would fall 
on them if distribution were made to 
them in dividends. Congress inserted 
a provision whereby under some cir- 
cumstances the burden was prima 
facie to be met by the filing of a state- 
ment by the corporation, but the pro- 
vision is rather ambiguous because 
literally it would require the filing of 
that statement or permit it and make 
it effective even though the case was 
never before us and we had no juris- 
diction over it at all. That is some- 
thing that may require further 
legislation before it is ultimately 
acceptable. 


Mr. Bowen: Your outlining this 
problem makes me feel that Congress 
is very fair because it has given us a 
lot of ambiguous statutes to work out 
and I know they are trying to be non- 
partisan in that. 


Jupce TurNER: I would say don’t 
claim all of that for yourself because 
after all you are just litigating and 
you just represent one side. We have 
to determine both sides and decide 
which is right. Your job is easy. 


Mr. Bowen: Let’s say that there 
are several circuit courts, and you are 
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Material achievements, while necessary, 
do not meet the deeper needs of 
mankind. Man needs the higher free- 
doms, freedom to know, to debate 
freely, to write and express his views. 
He needs the freedom that law and 
justice guarantee to every individual so 
that neither privilege nor power may 
make any man subservient 

before the law.—Richard M. Nixon. 


in an area which the circuit has not 
ruled. 


Jupce TurRNER: You are assuming 
the taxpayer is in an area where the 
court hasn’t ruled? 


Mr. Bowen: I am assuming he is 
in Little Rock and the Eighth Circuit 
has not ruled and you have already 
announced your earlier view, are you 
going to follow your earlier view or 
will you recognize the authority, shall 
I say, of the courts of appeals? 


Jupce Turner: Well, of course, 
any pronouncement by any one of the 
11 courts of appeals is very impres- 
sive to the Tax Court and very per- 
suasive because, after all, most of our 
cases that arise originally in their 
area go there. On the other hand, we 
are a peculiar animal when it comes 
to our status as a court. In most in- 
stances, you have a local court or a 
series of local courts that form the 
base of a pyramid and the cases fun- 
nel up through one or more courts of 
appeals and then finally the Supreme 
Court. In our instance, we are at the 
point of a pyramid down under. We 
make a decision and we have 11 
bosses not to speak of the Supreme 
Court. There are 11 courts of ap- 
peals and our cases go up in all 
directions and, as anyone knows, the 
courts of appeals are not always uni- 
form in their decisions. Let us assume 
that we have a case that we have 
decided; most of the pros and cons 
have been discussed and considered. 
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We have concluded that the answer is 
one way. Naturally, we are not likely 
going to just run the other direction 
because some one of our 11 bosses 
tells us that we are wrong. We have 
had the sad experience of doing that 
in a few cases, and then having some 
other court of appeals come along and 
say, “You were right in the first in- 
stance. What are you doing over 
there?” Then there are instances 
where the Supreme Court has done 
the same. So we have to decide. We 
have a problem of uniformity that is 
nationwide and unless and until we 
are convinced that a contrary view 
is the settled law as indicated by a 
sufficiently persuasive or dominant 
number of courts of appeals, we are 
likely to stand by our original deci- 
sion and just respectfully decline to 
follow the other circuit. Now, of 
course, that’s not so bad where, as 
posed in your question, the court to 
which the case you decide is going 
has not declared itself. It becomes 
embarrassing where it is going to one 
that has. 


Mr. Bowen: Judge, I assume that 
if the Eighth Circuit has taken a posi- 


tion which is contrary to one an- 
nounced earlier by your court, even 
though it was tried in Little Rock by 
your court and would be appealed to 
the Eighth Circuit, you would re- 
spectfully defer to that court but 
refuse to follow its decision? 


Jupce Turner: That is too cate- 
goric. We don’t blindly or arbitrarily 
follow our own cases but until we 
reach the point where we are con- 
vinced that we were wrong or there is 
enough preponderance of decision 
against us to convince us that the 
settled law generally speaking is 
otherwise, we have to stay by our 
guns. After going along for years on 
a case—some 15—where we thought 
we were right and we had been 
affirmed, the case eventually got up 

(Continued on page 192) 


TAXES —The Tax Magazine 





PHOTOGRAPHY and the Burden of Proof 


By ROBERT S. HOLZMAN 


There are a number of situations in which the taxpayer's word may be in doubt; 
but photographs taken at specific times with a specific 

tax purpose in mind are not easily refuted. The author tells you when 

and how photographs can help your cause. 


N VIRTUALLY every tax situation except fraud (and sometimes 
| the tax on accumulated earnings), the burden of proof is upon 
the taxpayer. Very occasionally, the manner in which the proof is to 
be established is set by the statute or regulations. In the vast majority 
of matters, however, the taxpayer may meet his burden of proof in 
any way he can—if he can. 


If, as the old Chinese proverb declares, a picture is worth ten 
thousand words, the process of proof may be greatly simplified by a 
technique that has not been greatly utilized in taxation. Photography 
may furnish the proof of what something looked like before, during 
or after the taxable event. Unlike a brief, this pictorial mechanism 
may not be developed long years after the fact. The taxpayer must 
realize at once what he wants to say in his picture. There may not 
be opportunity for an afterthought. 


Casualty 

A taxpayer is entitled to a deduction for losses of property arising 
from fire, storm, shipwreck, or other casualty, to the extent not com- 
pensated for dy insurance or otherwise. (1954 Code Section 165(c) 
(3).) A photograph taken directly after the casualty can establish 
the fact that a casualty did indeed involve the taxpayer’s property. 
It is necessary to show that the act was not caused by the taxpayer's 
negligence; in the case of an accident, pictorial indication of how the 
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event occurred may be helpful, al- 
though a picture could be harmful, 
depending upon the facts. But, at 
least, the taxpayer has the opportunity 
of seeing that his point of view is not 
underemphasized in the picture. 

In the case of business assets, the 
loss sustained is the difference be- 
tween the adjusted basis and the total 
of salvage value and insurance (or 
other) recovery. (Alcoma Association, 
Inc. v. U. S., 57-1 ustc J 9203, 239 F. 
2d 365 (CA-5, 1956).) Photographs 
may be helpful in establishing the 
salvage value. In the case of personal 
assets, loss may not exceed the differ- 
ence between the lower of fair market 
value immediately before the casualty 
and its value after the casualty. 
( Helvering v. Owens, 39-1 ustc J 9229, 
305 U. S. 468.) Here the ideal arrange- 
ment would be to have two pictures: 
one just before and one just after the 
casualty. Yet, one could not blame 
a revenue agent for being suspicious 
if the taxpayer just happened to take 
a picture before the casualty occurred. 


If an asset is damaged only in part, 
deductible loss is the difference be- 
tween the entire property before the 
damage and its value immediately 
thereafter. (Rev. Rul. 54-85, 1954-1 
CB 58.) Here again, the best evidence 
would be two photographs. 


In the case of a taxpayer (such as 
an individual with personal property) 
who does not maintain separate asset 
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records, photographs could establish 
the existence—at least at some time— 
of what might subsequently be the 
basis for a tax deduction. For example, 
an individual might own a valuable 
collection of books; the general ex- 
tent of his library could be shown in 
a clear photograph. In addition, there 
could be separate pictures of folios, 
fine bindings, limited editions (“This 
is Number / of an edition of 200 copies 
on Japanese vellum.’’). 


Theft losses are deductible as casual- 
ties. (1954 Code Section 165(c)(3).) 
It is unlikely that a light-fingered 
dip would be snapped in action, al- 
though one occasionally sees a flash 
or infra-red picture that was taken 
when the thief unwittingly tripped a 
wire. However, if a taxpayer is un- 
fortunate enough to have his premises 
burglarized, a photograph of that 
jimmied door or broken lock will be 
more than helpful. 


Repairs 

Repairs are deductible in the case 
of business or nonbusiness (as op- 
posed to personal) property. Capital 
improvements are not deductible in 
arriving at taxable income. Expendi- 
tures for repairs “are distinguishable 
from those for replacements, altera- 
tions, improvements, or additions which 
prolong the life of the property, in- 
crease its value, or make it adaptable 
to a different use.” (//linois Merchants 
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Trust Company, CCH Dec. 1452, 4 
BTA 103 (1926).) 


A deductible repair was found when 
the work done involved the stopping 
of leaks. (Buckland v. U. S., 46-1 ustc 
{| 9273, 66 F. Supp. 681 (DC Conn.).) 
A photograph could show exactly 
what the nature of the work was: 
Was it the maintenance of the status 
quo ante (deductible) or something 
by way of an improvement, better- 
ment or addition (nondeductible) ? 
When an asset in damaged condition 
is restored to normal condition, there 
is a deduction. (Zimmern v. Commis- 
sioner, 1 ustc § 330, 28 F. 2d 769 
(CCA-5, 1928).) Photographs may 
illustrate the fact of restoration only. 
“There was no substitution of a differ- 
ent material or structure.” (Fidelity 
Storage Corporation v. Burnet, 1932 
CCH J 9198, 58 F. 2d 526 (CA of D.C., 
1932).) 

The replacement must be compar- 
able to the original asset, similar 
assets being used. (Farmers Creamery 
Company, CCH Dec. 17,646, 14 TC 
879 (1950).) A picture is far more 
effective in proving this than an ac- 
counting record. 

Insofar as a remedial program is 
concerned, it may be expensed if it 
“was not the creating of any- 
thing new.” Thus, if repairs are nec- 
essary so that an asset may continue 
to operate, they are deductible, as in 
the case of a factory that would have 
had to be abandoned had not work 
been done to prevent the spreading of 
erosion. (Commissioner v. American 
Bemberg Corporation, 49-2 ustc § 9460, 
177 F. 2d 200 (CA-6).) Here again, 
photographs may indicate graphically 
just what was done. 

Where a reconstruction project in- 
volves expenditures that are to be 
capitalized and other items that are 
expended as repairs, the taxpayer has 
the burden of proving that the entire 
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expenditure should not be capitalized. 
He must show that all of the work 
is not to be lumped as part of one 
plan. (Cotton Concentration Company, 
CCH Dec. 1457, 4 BTA 121 (1926).) 


Involuntary Conversion 


When property is compulsorily lost 
by governmental seizure, casualty or 
theft, any gain may go untaxed to the 
extent that the proceeds of the con- 
version are used to acquire other prop- 
erty which is similar or related in 
service or use to the original property. 
(1954 Code Section 1033.) Photographs 
may illustrate the similarity or rela- 
tion in use between the old assets and 
the replacement assets, whereas the 
best of book records may be unper- 
suasive as to this identification. In 
the case of condemnation, there cus- 
tomarily is time to have pictures pre- 
pared of the old and of the replacement 
assets. 


An allocation is made where only a 
portion of the property is thus con- 
verted. Photographs may establish 
the extent and nature of this. 


Loss of Useful Value 


A deduction is allowed where the 
usefulness of a business (not inven- 
tory) asset is suddenly terminated by 
reason of a change in business condi- 
tions, and the asset is permanently 
discarded from use in the business. 
(Regulations Section 1.165-l(c).) A 
photograph may show the change in 
business conditions, for example, the 
abandonment of a project or a change 
in the nature of the community. Photo- 
graphs also may show that the asset 
has been discarded permanently; for 
example, machinery is placed in a 
vacant lot or is left in the taxpayer’s 
yard without protection against the 
elements. In the case of buildings, 
a picture may show that they have 
been devoted to an entirely different use. 
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Loss may be claimed for the year 
in which the taxpayer takes action 
to discontinue the business or to dis- 
card the asset permanently. The iden- 
tifiable event may be evidenced pic- 
torially. Loss is the difference between 
adjusted basis and salvage; here again, 
a photograph may indicate the salvage 
possibilities (or lack of them). 

Loss on the abandonment of such 
assets as mining claims is determined 
by the evidence. (Ostenberg, CCH 
Dec. 5479, 17 BTA 738.) This evi- 


dence might be pictorial. 


Loss on a machine allegedly found 
unsuitable in the year of purchase 
was disallowed for want of proof. 
(California Iron Yards Company, CCH 
Dec. 4796, 15 BTA 25, aff’d, 2 ustc 
{ 668, 47 F. 2d 514 (CCA-9, 1931). 
Pictures might show the unsuitability 
of the machine for its intended use 
or function. 


Demolition 

If land is acquired where stands a 
building that the buyer intends to 
tear down, no loss is allowed for the 
building and there is no demolition de- 
duction. (Regulations Section 1.165-1 
(b).) But a photograph may show 
how the building proved to be un- 
suited to its intended use, in which 
case the deductions are allowable. 
Latent defects might not have been 
discovered until after the property 
was purchased. (Parma Company, 
CCH Dec. 5681, 18 BTA 429.) A 
photograph may show that the build- 
ing actually was used, or that the 
usage was attempted. 
demolition is deductible 
when the work is completed. In one 
case the was allowed where 
removal was delayed by weather con- 
ditions. (Dayton Company v. Com- 
missioner, 37-2 ustc § 9356, 90 F. 2d 
767 (CCA-8).) Pictures could estab- 
lish the prevailing conditions. 
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Conversion of Residence 
to Business Use 


An individual is not entitled to a 
loss deduction on the sale of a home 
that he has used as a personal resi- 
dence, unless he can prove that, prior 
to the disposition, the property had 
been converted to business use. (Pro- 
posed Regulations Section 1.165-3(b).) 
Proof of the conversion to business 
use may be demonstrated pictorially 
in such manners as: (1) a photograph 
of physical changes, showing that the 
property is no longer suited for resi- 
dential use; (2) a photograph of 
actual occupancy by a tenant; or (3) 
in certain instances, a photograph of 
a sign in front of the property, hold- 
ing it out for sale or rent. 

If it may be proven that the resi- 
dence has been converted to business 
use, there are related tax advantages 
such as depreciation and deductible 
carrying charges. 

Where a portion of one’s residence 
is used for business purposes, the 
above deductions are available on a 
prorated basis. Photographs may 
demonstrate what part of the home is 
used for business purposes. 


Other Disposition 
of One's Residence 


If a personal residence is sold at a 
gain, the basis is cost plus any capital 
improvements. If an individual sells 
his principal residence, and within a 
period beginning one year before the 
sale and ending one year after the sale 
he buys a new residence which he 
uses as his principal residence, gain is 
recognized only to the extent that the 
selling price of the old residence ex- 
ceeds the cost of the new residence. 
(1954 Code Section 1034.) Adjusted 
selling price may be reduced by the cost 
of work performed on the old resi- 
dence to facilitate its sale, if this work 
is performed during the 90-day period 
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ending on the date of sale, where pay- 
ment is made not later than 30 days 
after the sale. These expenditures 
must be of a type which would not 
otherwise be deductible as ordinary 
and necessary expenses. Photographs 
may establish the nature of the work 
done. 


Depreciation 


The useful life of depreciable prop- 
erty is the period over which the asset 
may reasonably be expected to be 
useful to the taxpayer, according to 
his own experience. (Regulations 
Section 1.167(a)-1(b).) Thus, if the 
taxpayer habitually disposes of assets 
of a specific type before they are fully 
worn out, or if his policy as to repairs 
and replacements differs from stand- 
ard treatment, the annual deprecia- 
tion write-offs will be modified. Photo- 
graphs may illustrate the established 
practice of the taxpayer. Thus, there 
may be available pictures showing 
that at the time of disposition of as- 
sets, the assets are far from being 
exhausted. 


In addition to that element of normal 
obsolesence which is inherent in de- 
preciation, a taxpayer may take a 
further deduction for abnormal ob- 
solescence when it may be demon- 
strated that assets will have to be 
replaced prior to the end of their 
normal useful life because of changes 
in design, shifting industry centers 
or progress in the arts. (1954 Code 
Section 167.) Photographs may de- 
pict the status’ of the taxpayer’s 
equipment as of a specific date ; ideally, 
there should be comparable pictures 
of a competitor’s latest-style equip- 
ment, which could be matched against 
the old-fashioned equipment of the 
taxpayer. Pictures of radically new 
types of equipment will emphasize 
the point. Photographs may show 
the changing character of a com- 
munity or municipal area, which will 


Photography 


force moving or abandonment of a 
place of business before the end of the 
structural integrity of the assets. 


Salvage value at the time an item 
is treated as obsolete must be taken 
into account. (Regulations Section 
1.167(a)-l(c).) Photographs may 
support the salvage figure used if 
there is no actual sale at the time. 


Inventories 


A deduction may be taken for stock 
in trade that is damaged, shopworn, 
imperfect or obsolete. (C-O-Two Fire 
Equipment Company v. Commissioner, 
55-1 ustc J 9194, 219 F. 2d 57 (CA- 
3).) A picture may show the con- 
dition of the inventory at the time of 
the write-down. 


Less-Than-Arm's-Length Transactions 


If property is sold to a party under 
common control at a price less than fair 
market value, the Internal Revenue 
Service may reallocate to the seller a 
greater profit. (1954 Code Section 
482). Perhaps the asset, however, is 
worth less than its putative value be- 
cause of its condition, antiquity or 
some such factor that is not apparent 
in the adjusted basis of the property. 
A reallocation by the Commissioner 
may be resisted on the grounds of 
evidence: photographs that emphasize 
the less desirable features of assets 
seemingly sold at a bargain. 


Valuations 


Numerous determinants of value 
have been set up over the years for 
the purpose of ascertaining profit or 
loss, basis for depreciation, quantum 
for estate and gift tax, and the like. 
Certainly, a photograph could not 
contradict the well-documented valu- 
ation of an expert, distinterested ap- 
praiser. But a picture may be useful 
in creating that invaluable first im- 
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pression. If property is located near 
an abattoir, or if a residence’s de- 
sirability is marred by a structure that 
spoils the view, or if the loading plat- 
form is woefully small and lacks room 
for an extension, properly angled 
photographs may establish such facts 
instantly in a manner that reams of 
words could not refute. 


Uniforms 


Deduction may be taken for the 
cost of uniforms required for work. 
(G. C. M. 19662, 1938-1 CB 118.) If 
the uniform, however, is suited for 
general use, so that it is a means of 
saving on the cost of ordinary cloth- 
ing, the deduction is not in order. A 
photograph will establish whether the 
taxpayer could reasonably be expected 
to wear the uniform, for example, a 
fireman’s helmet, for personal use in 
lieu of his regular apparel. 


Candid Shots 


Where there is doubt as to whether 
a person is really a partner or, in fact, 
if he performs useful services at all, 
there may be some advantages in be- 
ing able to produce some pictures “we 
just happened to have lying [sic] 
around.” These photographs may 
purport to show the dubious individ- 
ual hard at work. But the value of 
such prints is questionable. There is 
one type of picture the taxpayer 
should not waste his time in showing 
toa tax examiner. This is a flash shot 
at some large dinner, with the tax- 
payer’s arm cosily coiled around the 
shoulders of the Commissioner of In- 
ternal Revenue, while the background 
of hundreds of other persons has been 
carefully removed. Any seasoned 
revenue agent has seen the exact 
counterpart of that picture more times 
than he cin remember. It gets you 
nowhere, [The End] 


FOCUS ON THE FLAG 


On July 4, 1959, the new flag, including the star of the 
State of Alaska, becomes official. 


Display of the new flag before July 4, 1959, would be 
improper. This does not mean that after that time it will be 
improper to display the 48-star flag. 


It wasn’t until 1942, 165 years after the flag’s adoption, 
that Congress drafted a Federal Flag Code. But it is a code 
and nothing more, though efforts have been made repeatedly 
to have a flag law enacted. One of the most important changes 
incorporated in the code was the adoption of the Lincoln 
hand-over-heart salute to supplant the old extended-arm salute. 


Penalties for misuse of the flag are provided for in the 
criminal codes of every state. 

The President, on July 10, 1953, approved S. 694, “To 
prohibit the display of flags of international organizations or 
other nations in equal or superior prominence or honor to the 
flag of the United States except under specified circumstances, 
and for other purposes.” 


When the flag is in such a condition that it is no longer 
a fitting emblem for display it should be destroyed as a whole 
privately, preferably by burning or by some other method in 
harmony with the respect we owe to our national emblem. 
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Royalties 


from Foreign Subsidiaries 
By ELISABETH A. OWENS 


This article on Section 902(d) is written by the author of a forthcoming book 
on the foreign tax credit. The discussion in the book, of course, 

is much more elaborate than our article— 

but because of current misunderstanding of this section, 

her article is both timely and necessary. 

A member of the Massachusetts bar, Elisabeth A. Owens is associated 

with the Harvard Law School International Program in Taxation. 


WO ARTICLES appearing in Taxes for May, 1958, and November, 

1958,’ proposed two different methods for calculating the foreign tax 
credit allowed by Section 902(d) of the Code on the receipt of royalties 
from a wholly owned foreign subsidiary corporation. The purpose of 
this article is to make some additional comments on these proposed 
methods, both as to their monetary tax results and as to the legal and 
logical justification for using one method rather than the other. As 
a preliminary step to doing this, it is desirable to discuss one or two 
of the statements made in the November article which, the writer 
believes, are not accurate. 


Alternative Methods of Calculating Section 902(d) Credit 


Schedule I presents the two methods of calculating a Section 
902(d) credit and shows the comparative tax results of the two 
methods, under one set of facts, together with the comparable results 
when dividends alone are remitted to the parent corporation by a 
foreign subsidiary. The given data are the same as those used in 
the previous articles. 

Schedule I is set up to show the long-run tax effects after all the 
profits of the foreign subsidiary for a given year have been remitted 
to the parent corporation (line 15) and the short-run effects in the 
year in which only a part of the profits have been remitted either 
in the form of dividends or in the form of Section 902(d) royalties 
(line 8). In comparing the tax effects of different methods of com- 
puting a Section 902(d) credit (Columns 1 and 2) or the effect of 








* Baker and Creed, “A Tax Credit Anomaly Involving Income from a For- 
eign Subsidiary,” 36 Taxes 329 (May, 1958); Brainerd and White, “Foreign 
Tax Credit: The Homology of the Anomaly,” 36 Taxes 821 (November, 1958). 


Royalties 12? 








remitting Section 902(d) royalties as 
compared with dividends (Column 3), 
it is important to clarify the point at 
which the comparisons are being 
made. In the May article, only the 
short-run effects were analyzed, while 
in the November article the long-run 
effects were stressed—leading to 
some confusion in weighing the re- 
sults of the two methods. In the 
analysis of Section 902(d), a line must 
be drawn between the short-run and 


the long-run effects because there 
comes a point, as a practical matter, 
at which it is no longer possible to 
draw out profits from a foreign corpora- 
tion in the form of royalties, particularly 
in royalties which are deductible from 
taxable income under foreign law. 
This means that there is a limit on 
the possibility of reducing the foreign 
tax by remitting royalties rather than 


dividends. In each case, the limit will 


SCHEDULE | 
52% Foreign Tax Rate; $50,000 Royalty Paid 


Royalties Paid by Subsidiary Are Deductible from Taxable Income 
Under Foreign Law 


Section 902(d) Royalties 





Calculated as per 


May article 


Dividends 





Calculated as per 
November article 








(1) 


(2) 


(a) Year in Which Either Royalty or Dividend Paid 


(1) Total profits of foreign 
subsidiary (royalty not 
deducted) 

(2) Taxable income of for- 

eign subsidiary under 

foreign law 

Payment to parent cor- 

poration 

Foreign tax paid 

5) U. S. tentative tax on 

payment to parent 
Credit 


$200,000 


150,000 
(3 
50,000 
78,000 


26,000 
50,000 


200,000 
= 19,500 


6,500 
84,500 


U. S. tax 
Total tax in this year 


$200,000 $200,000 


150,000 200,000 


50,000 
78,000 


50,000 
104,000 


26,000 


78,000 104,000 


Year in Which Remaining Profits Remitted to Parent as Dividend 


72,000 
37,440 


Dividend 
U. S. tentative tax 
Credit 


U. S. tax 


(c) Total Taxes Paid 
(13) Foreign 

(14) U. S. 

(15) Total 


(12) 


93,860 
dividend 
*Credit computation is ——————— 
total profits 
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2,000 
——— x 78,000* 


February, 1959 ®@ 


72,000 46,000 
37,440 23,920 
22,000 46,000 
——— x 78,000* 
150,000 0,000 
= 11,440 2 23,920 
26,000 0 


x 104,000* 


78,009 104,000 
26,000 0 
104,000 104,000 


x foreign tax paid. 
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vary. Therefore, Schedule I neces- 
sarily represents only one set of re- 
sults under one set of facts. Second, 
from an analytical standpoint, the 
short-run results isolate the effect of 
Section 902(d) on tax rates as the 
amount of deductible royalties varies. 
On the other hand, for any given 
amount of royalty at a given foreign 
tax rate, it is necessary to consider 
long-run results as well in order to 
weigh the advantages of remitting 
Section 902(d) royalties. 

The difference in results between 
the two methods of computing a Sec- 
tion 902(d) credit lies solely in the 
amount of foreign tax credit available 
under United States law (lines 6 and 
11). In the method proposed in the 
May article (hereafter called Method 
1) which is shown in Column 1, the 
“total profits” in the denominator of 
the apportioning fraction used to cal- 
culate the amount of credit are the 
total profits of the foreign subsidiary 
computed without a deduction for the 
royalty payment. In the method pro- 
posed in the November article (here- 
after called Method 2) which is shown 
in Column 2, the “total profits” are 
the profits of the foreign subsidiary 
after deducting the royalty payment. 
This item, the denominator of the 
apportioning fraction is, the writer 
believes, the only point at issue and, 
as the two methods are exemplified 
in Schedule I, the only difference be- 
tween the two methods is in the choice 
of the figure for “total profits.” The 
numerator of the apportioning frac- 
tion is not in issue since it is a derived 
figure. The total dividends paid out 
of a given year’s profits must neces- 
sarily equal “accumulated profits” in 
the long-run, and “accumulated profits” 
are “total profits” minus the foreign 
tax paid. However, the first comment 


on the November article, below, con- 
cerns the proper numerator of the 
apportioning fraction. 


Comments on November Article 
Method 1 


The conclusion was reached in the 
November article that under Method 
1, proposed in the May article, the 
total amount of credit given would be 
$47,580. This is also the total credit 
shown in Schedule I (Column 1, line 
6 plus line 11). However, at another 
point in the November article*® the 
apportioning fraction used to calculate 
the credit, under Method 1 at line 
11 in Schedule I, was stated to be 
22,000/200,000, rather than 72,000/- 
200,000 as it appears in the schedule. 
Consequently, there seems to be an 
error in the November article since 
in order to arrive at a total credit of 
$47,580, it is necessary to use the 
fraction 72,000/200,000 in line 11. In 
addition, no explanation is given for 
using 22,000 as the numerator of the 
fraction.* It is clear that 72,000 is the 
correct figure for the numerator of 
the fraction. If, in computing a Sec- 
tion 902 credit, the partial credit com- 
putation (line 6) is 50,000/200,000 < 
78,000 then the remaining credit com- 
putation (line 11) must be 72,000/- 
200,000 < 78,000 since the “total prof- 
its” in the denominator of the fraction, 
200,000, minus the foreign tax, 78,000, 
or 122,000, must equal the sum of the 
dividends in the numerators of the 
fractions, 50,000 plus 72,000, or 122,000, 
which are the corporation’s “accumu- 
lated profits.” Moreover, in the year 
in which the foreign subsidiary’s re- 
maining profits are remitted to the 
parent corporation, they constitute an 
ordinary dividend of $72,000 which, 
by statute, is the proper numerator 





*Top of p. 822. 

* Footnote 1 to Schedule IV. 

*It appears that the reason it was used 
is that it is the logical numerator under 


Royalties 


Method 2 (see Column 2, line 11) and the 
full distinction between the two methods 
was not recognized. 
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of the limiting fraction. Because of 
the error made in the figure for the 
numerator of the limiting fraction, 
the conclusion was reached in the 
November article that Method 1 gave 
less favorable tax results in the long 
run than Method 2. As both Schedules 
I and II show, this is not true. 


Method 2 
The statement was made in the 
November article that “it is apparent 


that no difference results from 
making these payments indiscriminately 
via the dividend or the royalty method” 
if Method 2 proposed in that article 
were used. This happened to be ap- 
parent, in the long run, in the example 
given in the article but the identical 
tax results were the accidental con- 
sequence of using a 52 per cent for- 
eign tax rate (see Schedule I, above). 
Method 2 cannot be called the proper 
method of calculating a Section 902 


SCHEDULE Il 
30% Foreign Tax Rate; $25 Royalty Paid * 


Royalties Paid by Subsidiary Are Deductible from Taxable Income 
Under Foreign Law 





Calculated as per 
May article 


Section 902(d) Royalties 


Dividends 


Calculated as per 
November article 








(1) 


(2) 


Year in Which Either Royalty or Dividend Paid 


(1) Total profits of foreign 
subsidiary (royalty not 
deducted) 

Taxable income of for- 
eign subsidiary under 
foreign law 75.00 
Payment to parent cor- 
poration 


$100.00 


25.00 
) Foreign tax paid 22.50 
U. S. tentative tax on 

payment to parent 

Credit 25 


100 


13.00 


5.63 
U. S. tax 7.37 
Total tax in this year 29.87 


x 22.50 


$100.00 $100.00 


75.00 100.00 


25.00 
22.50 


25.00 
30.00 


13.00 
~ x 22.50 
7.50 


5.50 


28.00 


Year in Which Remaining Profits Remitted to Parent as Dividend 


52.50 
27.30 
52.50 


Dividend 
U. S. tentative tax 
Credit 


—— x 22. 


100 
= 11.81 
U.S. Tax 15.49 
Total Taxes Paid 
Foreign 
VJ. S. 
Total 


(12) 


(c) 
(13) 
(14) 
(15) 


22.50 
22.86 
45.36 


52.50 
27.30 
27.50 


50 22.50 


7 


x 
8.2 
19.0 


5S 15.40 
0 45.40 





*This royalty is the same proportion of total profits as in Schedule I. 


The only 


variable change, therefore, is the foreign tax rate, which is 30 per cent in this schedule 


and 52 per cent in Schedule I. 
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(d) credit on the ground that it gives 
the same long-run results as paying 
dividends because it does not give the 
same results unless the foreign tax 
rate happens to be exactly 52 per cent. 
This is shown in Schedule II, where 
the foreign tax rate is 30 per cent.® 


Under either method of calculation, 
the long-run tax results are different 
from the results that would occur if 
dividends alone were paid. 


Discussion of Results 
of Two Proposed Methods ° 


Short-Run Results 

Under most circumstances, Method 
2 will give more favorable tax results 
than Method 1 in the short run. This 
is because, as shown in line 6 on both 
Schedules I and II, the apportioning 
fraction under Method 2 is larger. It 
is larger because the numerator of the 
two fractions is the same but the de- 
nominator under Method 2 is smaller. 
Where very large amounts of deduct- 
ible royalties in relation to the foreign 
corporation’s total profits are remitted, 
however, the relative advantage of the 
two methods is reversed. This occurs 
because the maximum size of the frac- 
tion possible under Method 1 is greater 
than the maximum size possible under 
Method 2. For example, given the 
same facts as in Schedule II, except 
that a $90 royalty is paid, instead of 
a $25 royalty, the credit computation 
under Method 1 (line 6) would be 


90/100 X 3 = $2.70, while under 
Method 2 (line 6) the computation 
would be 7/107 X 3 = $2.10. At the 
maximum possible amount of deduct- 
ible royalty, of course, no foreign tax 
would be paid and the two methods 
would give exactly the same results 
since there would be no foreign tax 
credit. 


Under either method, there is ordi- 
narily a substantial short-run advan- 
tage in remitting Section 902(d) 
royalties rather than dividends. The 
advantage will disappear only when 
the royalty becomes a very large pro- 
portion of total profits and the over- 
all tax rate effective on the remission 
of royalties therefore begins to ap- 
proach 52 per cent—or a higher tax 
rate than the dividend rate.® It is in 
the short run that what immediately 
seems to be the obvious advantage 
of receiving a tax credit on the receipt 
of income on which no foreign tax 
has been paid actually occurs. If ordi- 
nary royalties are paid, rather than 
Section 902(d) royalties, the tax re- 
sults are the same as if dividends are 
paid.*° While no tax credit can be 
taken on the receipt of ordinary royal- 
ties, the reduction in foreign tax be- 
cause of remitting deductible royalties 
rather than dividends, or the foreign 
tax rate times the royalty, gives the 
same amount of reduction in taxes as 
the tax credit on an equal amount of 
dividends, that is, the foreign tax rate 


times the dividend. In one case the 





°For foreign tax rates over, as well as 
under, 52 per cent the results are also not 
the same. However, the discussion in this 
article, for reasons of brevity and gen- 
eral interest, is limited to an analysis for 
foreign tax rates which are less than 52 
per cent. 

*This dicussion is limited to the cases 
where, the Section 902(d) royalty is deduct 
ible from taxable income under foreign 
law—the area of discussion in the two 
previous articles. It is limited to 
cases where the foreign tax rate is 
than 52 per cent for the reasons mentioned 
in footnote 5. 


also 


less 


Royalties 


"The denominator of the fraction is 100 
(total profits) minus 90 (royalty), or 10. 
The numerator equals the denominator, 10, 


minus 3 (foreign tax), or 7. 

*The short-run results if a $90 royalty 
were paid would be a total tax of $47.10 
(Column 1), $47.70 (Column 2) and $45.40 
(Column 3, where, however, the maximum 
amount which can be remitted after foreign 
tax is $70). 

® See figures in footnote 8. 

” Assuming there is no difference between 
the foreign concept of taxable income and 
the United States concept of total profits— 
of the foreign subsidiary. 
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foreign tax is reduced and in the other 
the United States tax. But when a 
Section 902(d) royalty is remitted, 
both tax reductions become effective 
at the same time. The major result 
of Section 902(d) is that it accelerates 
the time at which a credit can be 
taken. While in the long run there 
may be little or no tax advantage in 
remitting Section 902(d) royalties,” 
in the short run the taxpayer is, in 
effect, allowed to draw on future tax 
credits and so secures a decided advan- 
tage. In other words, the foreign cor- 
poration is left with a larger amount 
of profits after taxes than it wouid 
have if it remitted dividends, while 
the parent corporation pays less taxes 
than it would have if ordinary royal- 
ties were remitted. If foreign profits 
are reinvested and never returned to 
the United States, this acceleration 
results in a permanent tax advantage 
arising out of the remission of Section 
902(d) royalties. 


Long-Run Results 

When the foreign tax rate is 52 per 
cent or less and Section 902(d) royal- 
ties are deductible from taxable income 
under foreign law, Method 2 will al- 
ways give less favorable results than 
Method 1 in the long run. The differ- 
ences in long-run results, after all 
profits for a given year have been 
remitted to the parent corporation, 
under the two alternative methods of 
calculating the Section 902(d) credit 
and when dividends alone are remitted 
is solely the result of the method of 
calculating any Section 902 credit 
which gives a final over-all tax rate 
of less than 52 per cent when the for- 
eign tax rate is less than 52 per cent. 
Using Schedule IT as an example, this 
“indirect credit reduction” gives a tax 
rate of 45.4 per cent when dividends 
alone are paid and the foreign tax rate 


is 30 per cent. When Method 1 is 
used to compute the Section 902(d) 
credit, the final effective tax rate is 
45.36 per cent—slightly less than the 
dividend rate—because the effective 
foreign tax rate is 22.5 per cent ($22.50 
tax paid on $100 profits) which is 
slightly closer to 26 per cent than is 
30 per cent. Under Method 1, royal- 
ties are treated just like dividends; 
the difference in tax results is just 
the difference caused by different ef- 
fective foreign tax rates. Method 2, 
on the other hand, has the effect of 
taking the royalty payment out of the 
operation of the indirect credit calcu- 
lation which gives rise to the “indirect 
credit reduction” because the calcula- 
tion does not treat the royalty as a 
dividend. The long-run tax rate of 
47.05 per cent is exactly the same 
long-run result as if ordinary royalties 
rather than Section 902(d) royalties 
were paid. The $47.05 tax payment 
represents a tax of 52 per cent on the 
$25 royalty, or $13, plus a tax of 45.4 
per cent (dividend rate at 30 per cent 
foreign tax rate) on the remaining $75 
profits, or $34.05. Since, under Method 
2, the Section 902(d) royalties are 
not, in effect, incorporated into the 
Section 902 credit which gives an 
“indirect credit reduction,” Method 2 
will give less favorable long-run re- 
sults than Method 1, which does in- 
corporate Section 902(d) royalties into 
the Section 902 credit. 

In addition, for the same reasons, 
Method 2 will always give less favor- 
able long-run results than the remis- 
sion of dividends alone at any foreign 
tax rate less than 52 per cent. On the 
other hand, Method 1 may or may 
not give more favorable long-run re- 
sults than remitting only dividends 
depending upon whether the deduction 
of the royalty from taxable income 
under foreign law causes the foreign 
tax rate to more closely approximate 





"See Schedules I and II, above, and 
discussion, below 
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26 per cent than if dividends alone 
were paid. The choices involved, be- 
tween Method 1 and Method 2 or 
between Section 902(d) royalties and 
dividends, always relate to some dif- 
ferential between a 45.24 per cent and 
52 per cent final tax rate. Of course, 
this range can make a very substantial 
difference in the amount of total taxes 
paid. But the long-run consequences 
of Section 902(d) are not as significant 
as the short-run consequences, and if 
Method 2 is used, Section 902(d) can 
produce no long-run tax advantage 
at all. 


Calculating Section 902(d) Credit 
In a situation in which royalties 
are deductible from taxable income 
under foreign law, it is difficult to 
see what function Section 902(d) was 
intended to serve or what real dis- 
advantage or problem it was intended 
to relieve. Moreover, when royalties 
are deductible under foreign law the 
differences in tax effects of the two 
proposed methods of computing Sec- 
tion 902(d) credits are, from a policy 
point of view, totally haphazard and 
unrelated to any possible standard of 
choice. Consequently, testing the two 
methods in terms of the results ob- 
tained does not help in determining 
which method is more defensible. 


It seems clear, however, that Method 
1 is both the method prescribed by 
the statute and the more reasonable 
method. 


Statute Justifies Use of Method 1 
Section 902(d) states that a Section 
902(d) royalty “shall be treated as a 
distribution by such foreign corpora- 
tion to such domestic corporation.” A 
“distribution” is a payment made by 
a corporation with respect to its stock, 
or a “dividend” in the tax sense. It 
is, of course, necessary to treat a 
Section 902(d) royalty as a dividend 


Royalties 


. the most abstruse and 
delicate piercings of modern 
mathematics or of chemistry could not 
achieve a formula for an appropriate 
apportionment of the relevant 
components of valor and caution, 
stability and change, 
tradition and convenience, 
in the myriad of instances that 
solicit the judicial judgment. 
—Felix Frankfurter. 


in order to have it fall within the 
purview of Section 902(a), which is 
the provision which authorizes a credit 
when a Section 902(d) royalty is re- 
ceived. However, Section 902(d) does 
not state that a Section 902(d) royalty 
shall be treated as a dividend just for 
this particular purpose; it simply states 
that it shall be treated as a dividend, 
and this presumably means for all 
purposes. Consequently, if the total 
profits of the foreign subsidiary would 
be $200,000 and a $50,000 Section 902 
(d) royalty is paid, it cannot be said 
that “total profits” for purposes of 
computing the credit are $150,000. 
The payment of a dividend does not 
reduce the figure for the “total profits” 
in the apportioning fraction used to 
calculate a Section 902 credit. There 
is no question of “adding back” the 
royalty payment of $50,000 into the 
total profits, as argued in the Novem- 
ber article ; the $50,000 payment is the 
payment of a “dividend” and was 
never subtracted from the total profits 
for the purpose of computing the credit. 
The fact that an ordinary royalty 
payment would reduce the total profits 
of the foreign subsidiary is irrelevant; 
a Section 902(d) royalty payment is 
not an ordinary royalty payment. 
Moreover, “total profits” is not the 
equivalent of the “taxable income” of 
the foreign corporation under foreign 
law as suggested in the November 
article. It is the accumulated earnings 
and profits of the foreign corporation 
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as computed under United States law. 
It is immaterial in computing the 
credit whether the Section 902(d) 
royalties are or are not deductible 
from taxable income under foreign 
law. The issue concerning the proper 
method of calculation arises only be- 
cause, ordinary royalties, they 
would reduce the profits of the foreign 
corporation under United States law 
for purposes of computing the credit.” 
As “dividends” they do not. 


as 


Statute Does Not Justify Use of Method 2 

It is necessary to make some change 
in ordinary rules in order to incor- 
porate a credit for royalties into the 
indirect credit provisions. If it is not 
done, as per Method 1 and the statute, 
by treating Section 902(d) royalties 
as dividends for all purposes, it must 
be done in some other way. Under 
Method 2, the adjustment is made by 
eventually treating some dividends re- 
ceived as if they were not dividends, 
for purposes of the calculation of the 
credit. In line 11 of Schedule II, for 
example, the apportioning fraction, or 
“dividends” over “total profits,” under 
Method 2, is 22,000/150,000 although 
the parent corporation has received an 
ordinary dividend of $72,000. There 
is nothing in the language of Section 
902(d) or of the rest of Section 902 
which justifies this kind of calcula- 
tion. It is true that it is the only 
logical calculation at this point, under 
Method 2, but the logic would probably 
have to be buttressed by regulations 
or developed in decisions before Method 
2 was applied properly in all cases. 
Moreover, this kind of adjustment is 
more awkward than treating Section 
902(d) royalties as dividends at all 





2 were used 
when royalties are deductible from taxable 
income under foreign law, it would be 
equally applicable when royalties are not 
deductible from taxable income under for- 
eign law. 

* See footnote 7. 
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times and for all purposes when com- 
puting a credit,’® and it introduces a 
complicating element in computing 
an ordinary Section 902 credit on the 
receipt of real dividends which might 
have to be resolved long after the 
credit for a Section 902(d) royalty 
was taken—as in line 11 of the above 
schedules. 


When Royalties Are Not Deductible 


When royalties paid are not deduct- 
ible from taxable income under for- 
eign law, they are for purposes of the 
foreign tax on the taxable income of 
the foreign ~orporation the equivalent 
of dividends. Under these circum- 
stances, it is also reasonable to treat 
them as the equivalent of dividends 
for purposes of the tax credit. As the 
exact equivalent of dividends in this 
situation, it appears that one reason- 
able test of the proper method of 
computing the credit when a Section 
902(d) royalty is paid is whether the 
same tax results occur when divi- 
dends are paid and when Section 902 
(d) royalties are paid that are not 
deductible from taxable income under 
foreign law. The tax results are ex- 
actly the same if Method 1 is used ™ 
because the figures are exactly the 
same at every point in the computa- 
tions. They are not the same if Method 
2 is used, at any foreign tax rate, 
because, in effect, under Method 2, no 
credit is given for the foreign tax 
on the royalty. In general, all that 
will occur under Method 2 is that the 
credit taken at the time the royalty 
is received will be counterbalanced 
by a loss of credit when the rest of 
the year’s profits are distributed. 

[The End] 





“There may be some minor differences 
in tax results because of the method of 
handling the cost element under Section 
902(d) as compared to its treatment if 
dividends are paid. However, this is a 
fringe problem. 
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Are All Deductions 
a Matter of Privilege? 
By MICHAEL KAMINSKY 


This article delves into legislative history and 

poses the question: Aren't we working in a modern machine age 
with the statute geared to a land economy? The author is a member 
of the New York City law firm of Worthman & Kaminsky. 


= LAW, too, false doctrines, when repeated with sufficient fre- 
quency, pass over into accepted principles. It is submitted, there- 
fore, that even the most universally accepted principles should, from 
time to time, be subjected to a re-examination if only to excise the 
spurious accretion and to keep the stream of precedent true to the 
source. Our problem, of course, stems from the imperfect nature of 
language as a tool for the exact communication of ideas. It is for this 
reason that so many statutes suffer from a lack of rapport between 
leyislator and interpreter. Among the many contributing factors for 
this condition, there are two in particular which, it is submitted, are 
the special concern of the tax practitioner: 


First, by reason of its very nature, taxes occupies itself with eco- 
nomic activities, human endeavors which have developed, since the 
turn of the century, with the speed and multiplicity no one could have 
foretold. However, the language symbols of the economy of today 
as well as that of its predecessors remain basically the same, though 
it can hardly be claimed that their meanings have not, nevertheless, 
changed to conform to the much advanced status of our economy. 
If it is granted that we constantly interpret words written more than 
40 years ago into tax statutes or into fundamental law, should it not 
also be granted that it is imperative to consider whether we are not 
attributing modern meanings to those words such that they did not 
possess at the time they were written? 


Second, the basic concepts of taxes must, by the force of the cir- 
cumstances, be expressed in legal language, be drafted by men trained 
in law and, ultimately, be given definitive meaning by judges who are 
experts in law. However, the particular area of human activity which 
is thus involved is one which finds its basic facts exclusively inter- 
preted and expressed by another profession, the accounting profession. 
This circumstance, alone, would have sufficient potential for severe 
misunderstandings, but there is, in addition, the problem of an abso- 
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lute duplication of crucial words of 
art. Since there is such mutual utili- 
zation in both professions of common 
language symbols, it would also seem 
unanswerable that it is impossible to 
escape from the consequent necessity 
of an inquiry, first, into the different 
nuances, if any, which the words pos- 
sess in the separate professions and, 
second, into that particular nuance 
which the words served to convey in 
each separate profession at the pre- 
cise moment of time that they had 
been used. 


It is, of Course, basic in this discus- 
sion that the enforcement of both 
constitutional and statutory provi- 
sions strictly requires their interpre- 
tation according to the exact meaning 
which the words in which they were 
articulated expressed at the very mo- 
ment that those words were uttered 
unless the words are by themselves 
so dynamic as to include all possible 
subsequent changes inherent in the 
subject matter described. 


All of the above is to introduce the 
contention that the often repeated 
statement that deductions are a mat- 
ter of grace is an utterance which, by 
a combination of dissimilar develop- 
ment in law and in accounting and of 
an altered meaning resulting from a 
changed economy, has been tortured 
beyond recognition of the original 
doctrine. Nevertheless, it threatens 
to pass irrevocably, in its distorted 
shape, into the realm of legal axioms. 
This is not to say that the words 
were never uttered, nor even that 
some deductions are not a matter of 
privilege, but rather that the word 
“deductions” as it was used in its 
original context did not then have the 
meaning which is now attributed to 
it; in short, that there are deductions 
and deductions. It is proposed here 
to establish its original connotation, 
since only that connotation can be 
valid, and to demonstrate the causes 
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- « « @ page of history 

is worth a volume of logic.— 

Mr. Justice Holmes in New York Trust 
Company v. Eisner, 1 USTC { 49, 
256 U. S. 345. 


for and the degree of the veiling of 
true meaning which has since oc- 
curred. 


It is impossible to treat with a word 
like “deductions” unless the very 
many associated terms are also con- 
sidered. The essence of the idea 
articulated by the term expresses a 
relation to other concepts; the word, 
in thought or in use, interweaves it- 
self with others. Precisely in that as- 
pect, its relationship and the manner 
in which our thinking processes inter- 
weave it, does it no longer now ex- 
press its original meaning and has it 
distorted the rationales which, it is 
submitted, are now, as a consequence, 
erroneously applied. 


Our contemporary minds tend to 
attribute to the word the very exact 
meaning which it has developed in 
contemporary accounting science. 
More and more, deductions have come 
to exclusively mean those unallocable 
expenditures which have a remote 
connection with the chief economic 
activity of the business entity. Hand 
in hand has also gone a sharpening in 
the accounting definition of “gross 
income” so that that term has come 
to imply a prime profit in the manu- 
facturing or in the operational process. 
Hence, the term “deductions” now 
means only such class of expenditures 
in the statement of commercial activ- 
ity which, on such accounting state- 
ment, should properly be deducted 
after the gross income or prime profit 
has been computed. But in this, it 
must be recognized, we meet pure 
accounting concepts and deal with re- 
fining and, in this case, constricting 
changes in meanings developed to ex- 
press sharper definitions and more 
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exact ideas necessary only for the spe- 
cial purposes of accounting. 


Congress, in the Revenue Act of 
1918, appropriated the expressions 
“gross income,’ “deductions” and 
“net income” to facilitate the identi- 
fication of the three concepts which, 
collectively, established a method for 
determination of the amount subject 
to tax. In the enumeration in that act 
identified as “gross income,” in which 
Congress listed the many separate 
items which it was proposed to tax, 
there appeared the words “gains” and 
“profits.” Coincidentally, the itemiza- 
tion called “deductions” duplicated 
the many expenditures which the 
present-day accountant classifies as 
deductions from accounting gross 
profit. As a result, “gains” and 
“profits,” included under gross in- 
come, suggested the accounting con- 
cept of gross profit and were thus in- 
terpreted. Consequently, the doctrine 
that deductions are a matter of privi- 
lege has become, a priori, a doctrine 
that the deductions which are a mat- 
ter of grace include all the expendi- 
tures which the accountant classifies 
as deductions. 


In logic, it should have been appar- 
ent that the accounting concept of 
gross income, which in modern usage 
is severely restricted to only the 
manufacturing and operating process 
in a could have no valid 
application to all of the possible items 
of “gains” or “profits” included within 
the area of meaning of those words in 
the revenue act. Hence, that account- 
ing concept could not possibly have 
been the same as that which Con- 
gress intended by the use of the term 
“gross income” in the revenue acts. 
Also, it should have been recognized 
that, in logic, it is error to equate 
m- “Aings in circumstances where the 


business, 


r. Justice Holmes in New York Trust 
Company v. Eisner, 1 ustc 9 49, 256 VU. S. 
345. 
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areas of application of the separate 
words are not coextensive and, cer- 
tainly so, when it is sought to extend 
to the broad term the meaning of the 
severely limited and narrow one; in 
short, the exigencies of interpretation 
of a broadly sketched legal definition 
of gross income could not possibly 
have logically permitted the complete 
substitution of a much narrowed ac- 
counting concept. 


Moreover, the substitution which, 
nevertheless, did occur, was made in 
complete innocence of the entire legal 
history of the three terms, as if those 
words had had absolutely no history 
in the law of taxation but only in the 
development of accounting terminol- 
ogy. However, since in the interpre- 
tation of a statute which is itself a 
stage in the continuous development 
of a legal principle, “a page of history 
is worth a volume of logic,” ? it is by 
resort to legal history that the mean- 
ing of the words should have been 
exclusively sought. 


Act of 186] 


The first income tax statute enacted 
by Congress was the Act of 1861. 
Primitive though it was, it incor- 
porated the basic theory which was 
to dominate the plan of construction 
of every succeeding revenue act. It 
provided that: 


“ec 


from and after the first day 
of January next, there shall be levied, 
collected, and paid, upon the annual 
income of every person residing in 
the United States, whether such in- 
come is derived from any kind of 
property, or from any profession, 
trade, employment, or vocation car- 
ried on in the United States or else- 
where, or from any other source what- 


ever, if such annual income exceeds 














the sum of eight hundred dollars 
provided, that, in estimating said in- 
come, all national, state, or local taxes 
assessed upon the property, from 
which the income is derived, shall be 
first deducted.” 


In the Senate, the following debate 
occurred : 


“Mr. Clark. I desire to call the 
attention of the Senator from Rhode 
Island to what seems to me to be an 
ambiguity in this first section. The 
bill levies a tax upon incomes. [| 
desire to know whether he means the 
gross income or the net income? I 
presume he means the net income; 
but the expression is ‘income’. Now, 
take a building largely under mort- 
gage: the mortgagor might receive 
rent, and his net income -be very 
small, while his gross income might 
be large; the difference might be very 
I desire to know from 
I pre- 


considerable. 
the Senator which it means? 
sume it means the net income; and, 
if so, it seems to me it ought to be 
more guarded. 


“Mr. Simmons. . . . Now, to avoid 
all question about the deterioration of 
property, I think we had better not 
put that word in. A man will say his 
house lost five or ten per cent by 
the wear of it; that the tenants have 
destroyed the wood-work, and all 
those kinds of evasions; but nobody 
can mistake the word ‘income’. It is 
the net profits of a man for the year, 
and the Secretary of the Treasury 
will provide all the ways and means 
to ascertain it. If you undertake to 
do it in the bill, you will only make 
it more confused than it is now; and 
that is my objection to the amend- 
ment. 


“Mr. Clark. It does not seem so, 
because it would be very easy to in- 


* Congressional Globe, 37th Cong., Ist Sess. 
p. 315. 
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sert in the third line before the word 
‘income’ the word ‘net’. That is the 
meaning, and why should it not be 
done? 


“Mr. Simmons. That is the very 
thing that would cause trouble. Sup 
pose a person owned a dozen stores 
on one of the wharves in Boston, 
from which he got $10,000 a year rent. 
I mean to tax $9,000 of that amount 
by this bill. If I put in the word ‘net’ 
income, he would try to have all the 
repairs, and so on, deducted, and 
would make them amount to as much 
as the income. That would be the 
trouble. When a man repairs his 
buildings, he will have less income 
that year, because he spends it in re- 
pairing. I thought of putting this 
word ‘net’ in; but I could see so many 
ways of evading it that I thought it 
better to let the Secretary of the 
Treasury presenbe his rules, and let 


2 


the bill cover all incomes.” ? 


Act of 1862 


The second statute was the Act of 
1862. It read: “ there shall be 
levied, collected, and paid annually, 
upon the annual gains, profits, or in- 
come of every person residing in the 
United States, whether derived from 
any kind of property, rents, interest, 
dividends, salaries, or from any pro- 
fession, trade, employment, or voca- 
tion carried on in the United States 
or elsewhere, or from any other 
source whatever, except as_ herein- 
after mentioned, if such annual gains, 
profits, or income exceed the sum of 
six hundred dollars and upon the 
annual gains, profits, or income, rents, 
and dividends accruing upon any 
property, securities, and stocks owned 
in the United States by any citizen 
of the United States residing abroad, 
except as hereinafter mentioned, and 
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not in the employment of the govern- 
ment of the United States, there shall 
be levied, collected, and paid a duty 
of five per centum.” 


Exactly in the same manner as 
every succeeding act, there were enu- 
merated the various forms of income 
upon which the tax would be laid and, 
now, the words “gains” and “profits,” 
were used. 


In the House, Mr. Stevens pro- 
tested as follows: 
“The words ‘gain’ and ‘income’ 


mean the same thing. They are equi- 
valent terms. They mean the net 
profits. You cannot have any gains 
until you pay the expenses. What it 
costs to produce is to be deducted, 
and then there will be left only the 
net profits.” ® 


Mr. Lovejoy proposed that the tax 
be assessed on the “net only of such 
gains, profits, or incomes,” and Mr. 


Morrill replied : 


“The words ‘gains, profits, and in- 
come’ have a definite meaning. They 
are clearly understood. If the amend- 
ment of the gentleman from Illinois 
should prevail, of course persons 
might deduct, as a portion of their 
proper expenditures their personal or 
family expenses. Now, we do not 
propose to go as far as that. Take a 
person who has money to lend: he 
may be owing $20,000 and have 
$50,000 due him, and he would, of 
course, only be taxed upon the bal- 
ance of his income. I do not see any 
necessity at all for inserting a defini- 
tion of the words ‘gains, profits, or 
income.’ ’ 


Mr. Lovejoy complained: 


“All I have to say is, that some of 
the best lawyers in the House under- 
stand income to be the gross income.” * 


Unfortunately, the House did not 
think “net’’ was a necessary addition 
and the amendment was lost.’ Lost, 
too, was the opportunity to have 
made secure in history the original 
and fundamental concept upon which 
the statute was based. 


Act Provided for Deductions 


This second income tax act also 


provided for deductions: 


“And be it further enacted, That 
in estimating said annual gains, profits, 
or income, whether subject to a duty, 
as provided in this act, of three per 
centum, or of five per centum, all 
other national, state, and local taxes, 
lawfully assessed upon the property 
or other sources of income of any 
person as aforesaid, from which said 
annual gains, profits, or income of 
such person is or should be derived, 
shall be first deducted from the gains, 
profits, or income of the person or 
persons who actually pay the same, 
whether owner or tenant, and all 
gains, profits, or income derived from 
salaries of officers, or payments to 
persons in the civil, military, naval, 
or other service of the United States, 
including senators; representatives, and 
delegates in Congress above six hun- 
dred dollars, or derived from interest 
or dividends on stock, capital, or 
deposits in any bank, trust company, 
or savings institution, insurance, gas, 
bridge, express, telegraph, steamboat, 
ferryboat or railroad company, or cor- 
poration, or on any bonds or other 
evidences of indebtedness of any rail- 
road company or other corporation, 
which shall have been assessed and 
paid by said banks, trust companies, 
savings institutions, insurance, gas, 
bridge, telegraph, steamboat, ferry- 
boat, express, or railroad companies, 
as aforesaid, or derived from adver- 





* Congressional Globe, 37th Cong., 2d Sess., 


p. 1531. 
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* Work cited at footnote 3, at p, 1536. 
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tisements, or on any articles manu- 
factured, upon which specific, stamp 
or ad valorem duties shall have been 
directly assessed or paid, shall also 
be deducted e. 


Senate Debate 


It is apparent, there were not many 
deductions such as are found in the 
Code today. The paucity of deduc- 
tions caused some concern in the 
Senate which was reflected in the 
following recorded debate: 


“Mr. Dixon. I propose as an amend- 
ment this proviso, to come in at the 
end of the eighty-sixth section, on 
page 125: 


“*Provided, That whenever such 
income shall be derived from the rent 
of any species of real estate which 
shall at the time of the levy of said 
tax be mortgaged for the security of 
any debt, the amount of the interest 
upon said mortgage debt shall be de- 
ducted from such income.’ 


“Mr. Simmons. I believe that is 
really the effect of the bill now. 


“Mr. Dixon. If that is the effect 
of the bill, there is no objection to 
the amendment. It ought to be ex- 
plicit; otherwise a man might be 
called upon to pay an income tax 
on a piece of property where he re- 
ceived the rent and paid the whole 
amount out in interest upon a mort- 
gage on that property. 


“Mr. Fessenden. In making up 
your income you always deduct what 
you owe, what you have to pay from 
what you receive, and it is no matter 
what source it comes from. For in- 
stance, you take the whole gross 
income; now, if you receive so much 
from rent, and have to pay out so 
much for interest, you deduct that 
from your rent. 


“Mr 
Senator 
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making up the income, the amount 
of debt is deducted? 


“Mr. Fessenden. 


“Mr. Dixon. Then why not say 
in the outset of the bill ‘net income’? 
You do not say that. 


Certainly. 


“Mr. Fessenden. How do you make 
out a man’s income? 


“Mr. Dixon. If you allow a man 
to deduct the interest of all he owes, 
very well; but I think it ought to 
be explicit. 


“Mr. Fessenden. Very well, let a 
clause be put in to cover it. 


“Mr. Dixon. At any rate the amend- 
ment certainly is not objectionable if 
it makes the bill more clear, if that is 
the present meaning of the bill. 


“Mr. Sherman. The objection I have 
to it is that it will make the bill 
obscure. As the bill now stands, evi- 
dently the interest on a mortgage 
would be deducted from a man’s re- 
ceipts, because his income is only 
what he derives from his property 
over and above paying the interest of 
his debts; but if you except a particu- 
lar class of indebtedness, then as a 
matter of course the judicial inference 
will be that the interest on all other 
indebtedness will not be deducted; 
and therefore the section had better 
stand as it is. 


“Mr. Dixon. There is some force 
in the suggestion of the Senator from 
Ohio; and therefore would it not be 
better to say that the amount of ‘all 
debts whether secured by mortgage 
or otherwise’, should be deducted. 


“Mr. Sherman. I would not say 
anything about it. ‘Income’ is a word 
that has received a definite construc- 
tion, not so much in the laws of the 
United States as the general commer- 
cial law, and especially the law of 
England. Interest is always taken out. 
If you said ‘net income’, that would 
mean income after paying personal 
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and household expenses, and there- 
fore the word ‘income’ is used. If you 
said ‘net income’, all your expenses 
would be taken from the income. The 
purpose, I understand, is to reach a 
man’s income. That embraces every- 
thing he receives, deducting what he 
pays out for interest and the like— 
everything that he receives from his 
property, but without making deduc- 
tion for personal expenses. 


“Mr. Simmons. If the Senator from 
Connecticut had read the first part of 
this section he would see that his 
amendment is unnecessary. It says, 
‘there shall be levied, collected, and 
paid annually upon the annual gains’ 
—what a man gains is over and above 
the expenses of his business or estate ; 
if he has a clerk, that comes out— 
‘annual gains, profits, or income of 
every person’. His ‘profits’ are what 
he receives over and above the ex- 
penses fairly chargeable to the busi- 
ness he is carrying on. I thought it 
was perfectly clear, but I have no 
objection to the amendment, if it will 
not have the effect suggested by the 
Senator from Ohio. 


“Mr. Dixon. There is no objection 
to my amendment except the exclu- 
sion of one thing would be the ad- 
mission of another, as the Senator 
from Ohio has stated; but there is 
this difficulty, it seems to me: suppose 
a man has a clear income from prop- 
erty of $10,000 a year, and he is paying 
interest to the amount of $10,000 a 
year, the question is whether he has 
any income. 


No. 


“Mr. Fessenden. 


“Mr. Dixon. I shall not press 
the amendment, it being conceded 
that that is the meaning of the bill. 
I only want the bill to be clear on 
this subject. I withdraw the amend- 
ment.” ® 


* Work cited at footnote 3, at pp. 2486-87. 
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Ideas Reflected in Statute 


If the theory of the seminal statutes 
and the debate which they aroused 
are to be understood, it is necessary 
to reconstruct an image of an earlier 
and simpler economy in which the 
basis of wealth was land and trade. 
A man’s income from any particular 
source was the net which he received 
from that source; his annual income, 
the total net from all sources; and his 
net income, the cash increment which 
remained after all expenditures and 
losses regardless of their nature. Those 
ideas were reflected in the statute 
which listed (in Section 90) all the 
various incomes (net, as the House 
debate showed) on an annual basis 
and provided for limited deductions 
(in Section 91) which, in fact, were 
not really deductions, as in our modern 
usage, but rather exemptions. 


The important fact which should be 
recognized is that the construction of 
the statutes provided for the totalling 
of only positive amounts reflecting 
the net of each activity. There was 
no specific provision for the subtrac- 
tion of deficit operations. Indeed, it is 
possible to deduce from some of the 
debate that that was the very intent 
of the framers—to tax income and not 
a man’s net income. Under the theories 
prevalent then, a deduction to make 
up for a business deficit would have 
had no relation to income; it would 
have been a restoration of capital. But 
the original purpose of the taxing acts 
was to tax incomes, not to provide the 
means to restore capital. 


Alert then, as he is today, the Com- 
missioner apparently enforced the act 
in precisely that manner and, in the 
Thirty-ninth Congress, First Session 
(1865), Mr. Wilson proposed in the 
House: “I move, before the word 
‘loss’, in line twenty-five hundred and 
seventeen, to insert these words: 
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“*Loss actually sustained during 
the year arising from fire, shipwreck, 
or incurred in trade, or debts ascer- 
tained to be worthless, but excluding 
all estimated depreciation of values, 
Beaty 


“Last year it was held by the Com- 
missioner that no loss should be de- 
ducted from the income which was 
not incurred in some business out of 
which the party derived a profit, and 
where the loss incurred overbalanced 
the amount of profit. Now, I propose 
to extend that so that all losses from 
the causes mentioned, either by fire 
or shipwreck, or incurred in trade 
shall be deducted from the income. 

.’ (Italics supplied.) 


The provision, stricken by the Sen- 
ate Finance Committee, was intended 
as an amendment to Section 117 of 
the Act of 1864. Its theory was, how- 
ever, incorporated into Section 13 of 
the bill enacted in 1867, which amended 
the same Section 117 of the 1864 act 
to include the following: 


“And in addition to one thousand 
dollars exempt from income tax, as 
hereinbefore provided, all national, 
State, county, and municipal taxes 
paid within the year shall be deducted 
from the gains, profits, or income of 
the person who has actually paid the 
same, whether such person be owner, 
tenant, or mortgagor; losses actually 
sustained during the year arising from 
fires, shipwreck, or incurred in trade, 
and debts ascertained to be worthless, 
but excluding all estimated deprecia- 
tion of values and losses within the 
year on sales of real estate purchased 
two years previous to the year for 
which income is estimated ; the amount 
actually paid for labor or interest by 
any person who rents lands or hires 
labor to cultivate land, or who con- 
ducts any other business from which 
income is actually derived ; the amount 


actually paid by any person for the 
rent of the house or premises occu- 
pied as a residence for himself or his 
family ; the amount paid out for usual 
or ordinary repairs: Provided, That 
no deduction shall be made for any 
amount paid out for new buildings, 
permanent improvements, or better- 
ments, made to increase the value of 
any property or estate... .” 


Motivation 


It is impossible to discover any 
other motivation than a purpose to 
insure the deduction of certain losses 
and expenditures, not as a diminution 
of the amount of taxable income aris- 
ing from a single otherwise profitable 
activity, but to allow the deduction 
of such amounts incurred in a com- 
pletely unprofitable activity against 
the aggregate of all positive items of 
income. The statute allowed for the 
losses incurred in any trade and for 
the cost of hire of any labor to culti- 
vate any land without reference to the 
question of net profit from that trade 
or particular land. Those items had 
previously been disallowed by the 
Commissioner and could otherwise 
not be deducted, but the very same 
items had been unquestioned sub- 
tractions when they reduced the posi- 
tive amount subject to tax of the gain 
from a profitable activity. 


It is submitted that it was in this 
respect only that Congress began the 
process of definition of net income; 
not the net income from a particular 
venture but the taxpayer’s complete 
net income, the concept which was 
expounded by Senator Sherman in the 
debate on the 1862 act. The cause 
was the need to permit selected allow- 
ances for unrelated losses and ex- 
penses to reduce the aggregate of 
separately existing net gains (on a 
cash theory of income, of course) 





"Congressional Globe, 39th Cong., Ist 


Sess., p. 2787. 
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and to, consequently, strictly define, 
according to the theories of those 
days and of the existing statute, the 
exact amount of net income of the 
taxpayer which Congress intended to 
tax. That net income is now recog- 
nizable as the modern concept of 
statutory net income, but it was never 
a concept of net income derived from 
a trade or business. To the contrary, 
it was the statutory total net income 
of the taxpayer—the aggregate of all 
pluses reduced by absolute minuses, 
but these only to the extent that Con- 
gress permitted such reductions. 


In the sense that the word was thus 
used in the revenue acts, deductions 
connoted such reductions. They were 
subject, in the ensuing years, to changes 
as the Congressional experiments with 
the concept of statutory net income 
were affected by the many influences. 
Deductions were, for instance, unnec- 
essarily spelled out merely “out of an 
abundance of caution’*® or as Con- 
gress responded to other pressures. 
The point is, however, that the statutes 
were constructed in such manner as 
to tax the aggregate of all net pro- 
ceeds, computed in accordance with 
the then prevalent theories of profit 
and income, and to accommodate un- 
related negative amounts only through 
the means of a deduction which might 
or might not be individually provided 
by Congress. 


Act of 1913 


The knowledge thus obtained in 
the experience of drafting and en- 
forcement of the previous acts was 
the foundation of the 1913 act. The 
1913 tax was ambiguously levied on 


the “entire net income,” ® but the net 
income was defined as “includ|ing] 
gains, profits, and income derived from 
salaries, wages, or compensation for 
personal service of whatever kind and 
in whatever form paid, or from pro- 
fessions, vocations, businesses, trade, 
commerce, or sales, or dealings in 
property, whether real or personal, 
growing out of the ownership or use 
of or interest in real or personal prop- 
erty, also from interest, rent, divi- 
dends, securities, or the transaction 
of any lawful business carried on for 
gain or profit, or gains or profits and 
income derived from any source what- 
ever, including the income from but 
not the value of the property acquired 
by gift, bequest, devise, or descent: 
Provided, That the proceeds of life 
insurance policies paid upon the death 
of the person insured or payments 
made by or credited to the insured, 
on life insurance, endowment, or an- 
nuity contracts, upon the return thereof 
to the insured at the maturity of the 
term mentioned in the contract, or 
upon surrender of contract, shall not 
be included as income.” *® (Italics 
supplied.) The net income was “sub- 
ject only to such exemptions and 
deductions” which were allowed. 


As a practical matter, therefore, the 
use of the words “net income” was 
inconsequential since “net income” 
was again defined, as it had always 
been in the prior acts, as the aggre- 
gate of positive quantities, and, again, 
negative amounts could be absorbed 
only by the means of deductions. Tt 
is inescapable that under the defini- 
tion of “net income” of a “taxable 
person,” an ultimate deficit, whether 
resulting from excessive labor costs, 
excessive merchandise costs, excessive 





*The 1894 Act provided for a corporation 
tax on estimated “net profits or income 
above actual operating and business ex- 
penses.” Despite the statement that “out 
of an abundance of caution” the words 
“business expenses” had been joined to 
“operating” in order to avoid any doubt 
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about the exclusion of cost of materials, the 
bill was amended to read “including ex- 
penses for materials purchased for manu- 
facture or bought for resale.” 

* Sec. IT(A)(1). 

* Sec. II(B). 
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other expenditures, or the combination 
of some or all of these, could not be 
subtracted by authority of the defini- 
tion of income in Section II(B) of 
that act."* Authority for its subtrac- 
tion had to be sought under the sub- 
sequent enumeration of “deductions.” 


Thus, this act provided, among 
other provisions, that in computing 
net income there should be allowed, 
“First, the necessary expenses actu- 
ally paid in carrying on any business, 
not including personal, living, or 
family expenses” ; '* (italics supplied) 
and, “Fourth, losses, actually sus- 
tained during the year, incurred in 
trade or arising from fires, storms, or 
shipwreck, and not compensated for 
by insurance or otherwise... .”™ 
These provisions were, it can readily 
be seen, in the direct line of descent 
from the provision included in the 
1867 amendment to the 1864 act. In 
turn, they had been precipitated by 
the ruling of the Commissioner that 
losses and expenditures, even though 
in trade, could not be subtracted from 
the aggregate of positive amounts of 
gain, profit or income but only to re- 
duce the positive amount to be in- 
cluded in the aggregate. 


They were explained in the House 
by Mr. Hull, who said: 


“As to losses, these provisions pri- 
marily contemplate allowance for 
losses growing out of the trade or 
business from which the taxable in- 
come is derived, and generally termed 
trade losses, as distinguished from 
losses of capital or principal or losses 
incurred entirely apart from business 
transactions from which income is 
derived. A similar rule governs de- 
ductions for expenses.” ™ 


As he pointed out, an ultimate trade 
or business loss would be reflected in 


"Nor can it be today from a strict read- 
ing of 1954 Code Sec. 61. 

™ Sec. II(B). 

* Sec. II(B). 
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the computation of “net income” only 
by authority of the provisions for de- 
ductions incorporated in Section II(B), 
and, it seems clear, such loss was not 
available otherwise. In the same 
connection, it must also be observed 
that expenses of any business were 
deductible. Would it have been pos- 
sible otherwise to subtract from the 
aggregate of profits the excess of ex- 
penses over receipts in a completely 
unprofitable business? 


Act of 1918 


In the light of this historical back- 
ground of the income tax statutes, it 
should be possible to clearly perceive 
that the Revenue Act of 1918 effected 
no changes either in the theories of 
taxation or in the pattern for the 
determination of income subject to 
tax. Section 213 continued the previ- 
ous method of computing an aggre- 
gate of positive amounts and, hence, 
reductions could be accomplished 
only through “deductions.” However, 
there was a change in labels. This 
time the aggregate was labeled “gross 
income” and the difference after sub- 
traction of “deductions,” net income. 


The House report contains the com- 
ment: “Gross income will include the 
same items of income as are included 
under the present law, with the fol- 
lowing exceptions ....”*® From this 
it can fairly be inferred that there had 
not occurred a single change in sub- 
stance and that the previous theories 
of income had been carried over in- 
tact. Even though, whether at the 
time or subsequently, the accounting 
profession had refined the concepts of 
gross income, deductions and net in- 
come, those refined concepts (which 
are also our present-day accounting 
understanding of the terms) are not 


“50 Congressional Record, p. 506. 
*™H. Rept. 767, 75th Cong., 2d Sess., 
1939-1 CB 92. 
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the concepts which were embodied in 
the 1918 act. The language of the 
act, although resembling that of the 
accounting profession, was adopted 
by Congress for its own particular 
need to express the unchanged older 
legal concepts of the nature of income 
and of a person’s net income. What 
is more important is that that was the 
common understanding then and for 
some time later. 


* Davis v. U. S., 37-1 uste § 9029, 87 F. 2d 
323 (CA-2). The full meaning of the opinion 
by Judge Chase in 1937, cannot be adequately 
portrayed unless the opinion is read almost 
completely: 


“It will be well to note at the start that 
our scheme of income taxation provides for 
a method of computation whereby all re- 
ceipts during the taxable period which are 
defined as gross income are gathered to- 
gether and from the total are taken certain 
necessary items like cost of property sold; 
ordinary and necessary expenses incurred 
in getting the so-called gross income; de- 
preciation, depletion and the like im order 
to reduce the amount computed as gross in- 
come to what is in fact income under the rule 
of Eisner v. Macomber [1 ustc 32], 252 
U. S. 189, and so lawfully taxable as such. 
In this way true income is ascertained by 
taking from gross income as defined that 
which is necessary as a matter of actual fact 
in order to determine what as a matter of law 
may be taxed as income. While such subtrac- 
tions are called deductions, as indeed they are, 
they are not to be confused with deductions 
of another sort like personal exemptions; de- 
ductions for taxes paid; losses sustained in 
unrelated transactions and other like privileges 
which Congress has seen fit to accord to in- 
come taxpayers under classifications it has 
established. While the first kind of deductions 
are inherently necessary as a matter of com- 
putation to arrive at income, the second may 
be allowed or not in the sound discretion of 
Congress; the only restriction being that it 
does not act arbitrarily so as to set up in 
effect a classification for taxation so un- 
reasonable as to be a violation of the fifth 
amendment. Such deductions as distinguished 
from the first kind, are allowed by Congress 
wholly as a matter of grace. New Colonial 
Co. v. Helvering [4 ustc 9 1292], 292 UV. S. 
435; Van Vleck v. Commissioner [35-2 ustc 
7 9666], 80 Fed. (2) 217 (C. C. A. 2); 
Gillette v. Commissioner [35-1 ustc { 9173], 
76 Fed. (2) 6 (C. C. A. 2). While the 
computation of income is made with due 
and necessary regard to periods of time, 
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Thus, for instance, the very opinion 
which is probably a prime source of 
the doctrine that deductions are a 
matter of grace*® is, in actuality, a 
lucid but simple explanation that 
there are tax law deductions and tax 
law reductions but that they are often 
confused because both go by the label 
“deductions.” Does not this opinion 


thus successfully communicate the 
fact that deductions in the language 


which are established years either calendar 
or fiscal, it cuts altogether too fine to say 
that true, and therefore taxable, income can 
only be ascertained by putting together all 
the profit and loss transactions of the period 
and determining net income accordingly re- 
gardless of the fact that they may in whole 
or in part be quite unrelated except for 
the time element and the fact that they 
were those of the same taxpayer. If, for 
instance, a separate and distinct transac- 
tion during the year results in a net real- 
ized gain to the taxpayer in and of itself, 
income which is taxed has been received 
but Congress may, or may not, have al- 
lowed deductions which as a matter of 
computation will relieve that income in 
whole or in part from the taxation to which 
otherwise it would be subject. As the al- 
lowance of deductions working such a re- 
sult is discretionary with Congress, net 
income for any taxable period need not 
necessarily be the same as net taxable in- 
come for that period and the variation may 
be to the extent that Congress has seen fit 
either to allow, to limit or to deny deduc- 
tions within its control as a matter of grace. 
See, Brushaber v. Union Pacific R. R. Co. 
[1 uste { 4], 240 U. S. 1; Denman v. Slayton 
[2 ustc 678], 282 U. S. 514; Helvering v. 
Ind. Life Ins. Co. [4 ustc J 1290], 292 U. S. 
371. 

“The loss which the appellant tried to 
deduct from his unrelated income falls within 
the second class of deductions of which 
mention has been made and so its limitation 
as in Sec. 23(r) was one which Congress 
could control in its sound discretion with- 
out in substance levying a direct tax with- 
out apportionment. See, Brushaber v. Union 
Pacific R. R. Co., supra.” (Italics supplied.) 

It is submitted that Judge Chase was 
probably in error in classifying depreciation 
and depletion as “must” deductions. Within 
the legal concept of income (and confirmed 
by a reading of various congressional dis- 
cussions relative to such deductions) these 
items fall within the concept of allowances 
which restore capital. 
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of the accountant and deductions in 
that of the tax lawyer are not neces- 
sarily the same things? 


It has been the fate of this opinion 
to have become the quoted precedent 
for the very thing which was distin- 
guished and set aside from the opera- 
tion of the rule there established. 
Expenditures which reduce the net 
destined to enter into the aggregate 
of positive items of gain were specific- 
ally excluded. That we now cite the 
opinion for the contrary has not been 
the result of inadequacy in its lan- 
guage; it has been because of our 
reading of it. The crucial words 
“Such deductions as distinguished 
from the first kind, are allowed by 
Congress wholly as a matter of grace” 
have been torn from their context, 
the value of the adjective “such” has 
been suppressed and the obvious con- 
nection upon which the adjective and 
the words “distinguished from the 
first kind” insist has been ignored. 
The mind of the reader, influenced by 
the accounting connotation of “deduc- 
tions” (in the circumstances of the 
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accidental use in the Code of other 
related accounting language) has auto- 
matically postulated the full account- 
ing theory in which the term there 
has context as the foundation, too, for 
the construction of the taxing pattern. 
But there is neither reason nor basis 
for such premise. 


It is an unfortunate but clear error 
in logic. Unquestioned acceptance of 
the false doctrine has produced much 
injustice to taxpayers and permitted 
its propagation in all manner of col- 
lateral rules, erroneous, to be sure, 
because they are based on the same 
disregard of the legislative history. 
The distortion of this doctrine and the 
similar fate of many others, it is sub- 
mitted, demonstrates the great value 
of an analytical method which is 
based on historical research. It is 
frequently only because the thread of 
the continuous history of a legal con- 
cept is temporarily lost that a concept 
can metamorphose into a frightening 
barrier to a taxpayer’s right to be 
taxed only in accordance with law. 


[The End] 


Perhaps next year, or at least the year after, taxpayers 
whose incomes are under $15,000 may use a short-card form. 
Dana Latham, the Los Angeles tax attorney who recently 
became the Commissioner of Internal Revenue, says he is 
making plans toward this goal. 


First he intends to continue the job of maintaining high 
employee morale in the IRS. “A satisfied and happy em- 
ployee,” he said, “is a taxpayer’s best friend in the administra- 
tion of tax laws.” His program of morale boosting is aimed 
at giving the taxpayer better service. “My job is to collect 
the federal taxes levied by Congress—not to change them. 
Changing the U. S. tax structure is the job of Congress. But 
in the collecting of taxes, I believe we can improve in admin- 
istration in many little ways so as better to assist taxpayers.” 


“T shall search out and develop every device I can use 
to make our employees as happy and as satisfied with their 
jobs as is possible—all with the purpose of improving tax- 
payer service,” the Commissioner emphasized. 
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MINIMIZE INCOME TAXES « LIMIT LEASE LIABILITY « REDUCE CAPITAL 


Business Reasons 


for Dividing Businesses 


By HARRY A. WARDENBURG 


HANDLE COMPETITIVE LINES e 


REDUCE TORT LIABILITY * SAVE ON FREIGHT COSTS ¢ INCREASE SALE 


Oe ALIOVdVS ONIMONNOS GaGV ¢ Ssnsia 


Competition is a necessary component of the successful working 

of our system of free enterprise—for instance, competition forces 
management to be constantly alert for opportunities to cut costs. 
Sometimes it's easier to reduce taxes than to increase sales. This article 
points out certain ways of staying ahead of competition. 


OU ARE ASKED as to whether a business conducted in the 

corporate form can be conducted with several corporations. The 
management of the business is vitally interested, because its com- 
petitors are operating with several corporations and it has learned 
that some corporations are operating with 200 and more corpora- 
tions.* “Why shouldn't I have the advantages?” you are asked. One 
of the first questions that comes to your mind is: “Is there a busi- 
ness purpose?” You feel that there is, so you start exploring the 
matter and conclude that you should determine: 

(1) The advantages of operating with several corporations from 
both the tax and the business standpoints. What might be the dis- 
advantages ? 

(2) The validity of the business reasons. How do they compare 
with the reasons given in instances which have been contested by 
the Internal Revenue Service? 

(3) The effect on the company’s internal operations and account- 
ing procedures. Can the change be made within the existing pro- 





1Moody’s “Industrials—1958” and “Bank and Finance—1958” reports the 
number of subsidiary companies owned by the following companies: 


Allied Artists Pictures Corporation 32 Loew’s Incorporated 150 
Budget Finance Plan 66 Melville Shoe Company 314 
Food Fair Stores, Inc. 75 Paramount Pictures 100 
General Contract Corporation 40 Stanley Warner Corporation. . , 50 
General Finance Corporation 80 Twentieth Century Fox 78 
Lane Bryant 57. Warner Brothers 52 
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cedures or will it disrupt them? Can 
the accounting be centralized or must 
it be decentralized? Can the payroll 
be handled from one company? How 
do the courts view these matters 
when the multiple corporation con- 
cept has been contested by the In- 
ternal Revenue Service? How will 
the company’s profit-sharing or pen- 
sion plan be affected? Will a new 
plan be required for each new com- 
pany? 

Businessmen know that there is a 
30 per cent corporate tax rate on the 
first $25,000 of net income and a 52 
per cent rate on the excess, which 
results in a $5,500 tax advantage for 
each additional corporation that can 
sustain a taxable income of $25,000. 
If ten corporations can sustain a net 
income of $25,000 each, will there be 
a $55,000 tax advantage—a possible 
$1 million advantage with 200 cor- 
porations? 


A $55,000 tax advantage is equiva- 
lent to the earnings after taxes on 
over $1 million of sales with a 10 per 
cent profit margin before taxes. A 
$1 million tax advantage can be equiva- 
lent to earnings on over $20 million 
of sales. Are these tax advantages 
to be had for those who plan for 
them, or are they as difficult to achieve 
as an increase in sales? 

In addition to the income tax ad- 
vantage referred to arising from the 
application of the $25,000 surtax avail- 
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able to corporations under Section 11 
of the 1954 Code, there is the $100,000 
credit available under the Technical 
Amendments Act of 1958 in comput- 
ing the accumulated earnings tax under 
Section 531 of the Code. This tax 
fortunately is not attempted to be 
imposed too frequently, but it is none- 
theless a factor to businesses whose 
annual income accumulations are in 
excess of the reasonably anticipated 
needs of the business. This tax is 
27.5 per cent of the first $100,000 of 
net income and 38.5 per cent on the 
excess after deducting the federal in- 
come tax and dividends paid. 


If the business is successful in 
achieving these tax advantages, it is 
possible that it may have even a 
greater business advantage. At least 
it will be in a stronger financial posi- 
tion to meet competition, to add to 
its products, to engage in research 
or to keep abreast of those who are 
operating their business with more 
than one corporation. The company 
might find that its sales are increas- 
ing, because it is operating its branch 
under a name which capitalizes on 
the pride of the local community, or 
because it is able to give stock incen- 
tives to its personnel operating the 
branch. 


Under the 1954 Code it is now 
necessary for a parent corporation to 
own only 80 per cent of the stock of 
a subsidiary to qualify for filing a 
consolidated income tax return to enable 
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the parent to offset losses that the 
subsidiary might have. This privi- 
lege is available at a 2 per cent addi- 
tional tax applied to the consolidated 
income of the corporate family. (Sec- 
tions 1501 and 1504.) The other 20 
per cent of the subsidiary’s stock, 
thus, is available for sale or distribu- 
tion to key employees under stock- 
option plans. If the business has a 
profit-sharing or pension plan, it will 
find that Congress has provided that 
employees of subsidiary companies 
can come under the same plan as the 
parent and that contributions can be 
determined with reference to the profits 
of the group of companies. (Sec- 
tion 404.) 


Applicable Code Sections 


What are the sections of the Code 
which determine whether or not the 
income tax advantages of operating 
with more than one corporation are 
available? There are three: 

(1) Section 269, “Acquisitions made 
to evade or avoid income tax” (Sec- 


tion 129 of the 1939 Code). 


(2) Section 482, “Allocation of in- 
come and deductions among taxpayers” 


(Section 45 of the 1939 Code). 


(3) Section 1551, “Disallowance of 
surtax exemption and accumulated 
earnings credit” (Section 15(c) of the 
1939 Code). 


Each of the above sections, or their 
predecessors, have been in effect for 
many years. The Internal Revenue 
Service has invoked one or more of 
these sections, and sometimes all three, 
in its attempts to disregard the cor- 
porate entity. It has been successful 
only where the business purpose was 
weak, or where there were not arm’s- 
length dealings, or where there were 
inadequate accounting records and 
routines.’ 


Sections 269 and 1551 of the Code 
are companion sections. Section 269 
provides that the Internal Revenue 
Service may disallow a credit or ap- 
portion gross income if the principal 
purpose of acquiring a 50 per cent 
interest in a corporation was to evade 
or avoid income tax, and Section 1551 
pertains specifically to the disallow- 
ance of the $25,000 surtax exemption 
and the $100,000 credit in computing 
the accumulated earnings tax, where 
one corporation transfers all or part 
of its property to another corporation 
for 80 per cent or more of its stock 
and the principal purpose is to evade 
or avoid income tax. Cash, however, 
may be transferred for stock and such 
transfer would not be within this sec- 
tion. The disallowance is not neces- 
sarily in full, as the Internal Revenue 
Service may temper the disallowance 
under either of these sections to the 
extent the Service determines that 
the transaction will not result in eva- 
sion or avoidance of income tax. Sec- 
tion 482, relating to the allocation of 
income and deductions among tax- 
payers, is invoked principally where 
there are abuses in arm’s-length deal- 
ings and in accounting practices be- 
tween the companies in the group. 


Business Reasons 
in Adjudicated Cases 


Many businessmen were concerned 
with the excess profits tax imposed 
on corporations in World War II. 
Partnerships were formed in that 
period to conduct the portions of the 
business formerly carried on by the 


corporation. Is a business reason 
necessary for the formation of a part- 
nership by a corporation to conduct 
business formerly conducted by the 
corporation? In Coca-Cola Bottling 
Company of Sacramento, Ltd.,°> the 
stockholders of a family corporation 








*See Theater Concessions, Inc., CCH Dec. 
22,824, 29 TC 754, acq., I. R. B. 1958-33, 7. 
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formed a partnership, and in 1944 
caused the corporation to sell to the 
partnership all of its operating assets 
and inventories in consideration of 
notes bearing 2 per cent interest, with 
maturity dates of up to ten years. 
The notes were paid off from profits 
of the partnership’s bottling and dis- 
tributing business. The Commissioner 
contended that (1) the partnership 
should not be recognized, (2) the 
income of the business conducted by 
the partnership should be taxed to 
the corporation, and (3) the stock- 
holders received constructive dividends 
from the corporation consisting of the 
net earnings of the partnership. The 
Tax Court, in upholding the right of 
the stockholders to conduct their busi- 
ness in the manner of their choosing, 
made no direct reference to the need 
of a business reason, but took favor- 
able note of the following: 


(1) The partners subjected them- 
selves to unlimited personal liability 

“evidence of the reality in the change 
in the form of the entity which there- 
after operated the business.” 


(2) Title to property used in the 
business was in the partnership name ; 
separate bank accounts, books, pay- 
rolls and social security accounts were 
maintained; and all of the expenses 
of the business were paid by the 
partnership. 


(3) The sale was at arm’s length. 
Book value, which was used for most 
of the assets, approximated the fair 
market value of the assets transferred. 


In Palm Beach Aero Corporation,* 
the stockholders of a corporation caused 
the operations of the corporation to 
be transferred to a partnership, which 
they formed in 1942. The Commis- 
sioner asserted that the partnership 
was a sham and allocated the income 
of the partnership to the corporation 


The case for drastic progression 

in taxation must be rested on the case 
against inequality—on the 

ethical or aesthetic judgment 

that the prevailing distribution of 
wealth reveals a degree 

(and/or kind) of inequality 

which is distinctly evil or 
unlovely.—Henry C. Simons, in 
Personal Income Taxation. 


under Section 45 of the 1939 Code 
(Section 482 of the 1954 Code). The 
court took note that that section does 
not authorize the Commissioner to 
combine the net incomes of affiliated 
companies, but only to “distribute, ap- 
portion or allocate gross income or 
deductions.” As to business reasons, 
the court stated that “the partnership 
was formed for a legitimate business 
purpose.” All of the attributes of a 
separate entity, referred to by the 
court in the Coca-Cola Bottling Com- 
pany of Sacramento case, were main- 
tained. 

It is significant that each of the 
above transfers to partnerships were 
made when the corporate excess profits 
taxes were in effect, and the elimina- 
tion of such taxes was apparently a 
motivating factor in the formation of 
the partnerships. Each of the cases 
have been acquiesced in by the Com- 
missioner. 


Can an agreement between the part- 
nership and corporation, each owned 
by the identical interests, be later 
modified as to income to be received 
by the partnership? Can it be modi- 
fied retroactively? This was accom- 
plished by Seminole Flavor Company,® 
a corporation which manufactured, 
bottled, advertised and sold flavor ex- 
tracts. The five stockholders of the 
corporation formed a partnership in 
1939, with an investment of $10,000 
each and with interests in direct pro- 





*CCH Dec. 18,737, 17 TC 1169 (1952). 
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portion to their stockholdings, to per- 
form the advertising, merchandising 
and supervisory functions formerly 
performed by the corporation. The 
partnership, Seminole Flavor Com- 
pany, Ltd., purchased the corpora- 
tion’s office furniture and equipment 
and contracted with the corporation 
for a five-year period to perform the 
advertising, merchandising and super- 
visory functions for 50 per cent of 
the gross sales of the corporation, 
with the right of the corporation to 
change the basis for compensation by 
a 30-day written notice. The follow- 
ing year the compensation formula 
was changed, retroactive to the original 
date of the agreement. Two years 
later the agreement was terminated 
and the parties entered into an annual 
purchase-and-sale contract at an agreed 
price for the extracts, subject to change 
in proportion to changes in the cost 
of production. 


The principal reason for the forma- 
tion of the partnership was to give 
better service to the bottlers. Changes 
were made by the partnership in the 
sales policy, new sales personnel were 
employed and additional services were 
rendered to the bottlers. 


The Commissioner attacked the new 
entity under 1939 Code Section 45, 
relating to allocation of income and 
deductions (1954 Code Section 482), 
by combining the net income of the 
two businesses and asserting that the 
contract fixing the remuneration was 
not at arm’s length, was subject to 
and was changed at will by the parties 
and that the partnership should be 
ignored. Each of the contentions 
were dismissed by the Tax Court. 
It summarized the Commissioner's 
arguments by saying that they amount 
to a contention that the corporation 
could have done all the things that 
the partnership did and reap the earn- 


Do not talk to me about the 
integrity of public officials. | say 
chain the politicians to the 
limitations of the Constitution 
itself.—Thomas Jefferson. 


ings. This, the Court held, is not 
valid argument as “there was no obli- 
gation on the stockholders to arrange 
their affairs to result in a maximum 
tax burden.” 

How much capital should a part- 
nership have in relation to the assets 
acquired? Is the “thin capitalization” 
principle applicable here? The three 
stockholders of Buffalo Meter Com- 
pany, were successful in sustaining 
the validity of a partnership formed 
in 1942 with $5,000 cash contributed 
by each of them. Assets with a book 
value of $253,000 were transferred 
from the corporation to the partner- 
ship for 2 per cent promissory notes 
of the partnership. 

Today, the possibilities of the addi- 
tional surtax and accumulated earn- 
ings credits, inherent in doing business 
with additional corporations, are in 
the minds of businessmen. How have 
those who have gone to court con- 
vinced the court that reasons other 
than savings in federal income taxes 
were the principal motivating factors? 

In Chelsea Products Incorporated,’ 
the stockholders manufacturer 
of fans and blowers owned by a father 
and two sons formed three sales com- 


of a 


panies to sell its products in separate 
assigned territories. Each of the stock- 
holders purchased a third interest in 
the newly formed corporations for cash. 
Chelsea Products Incorporated was 
the sole source of fans and blowers 
for each of the sales companies. The 
principal customers of the sales com- 
panies were the armed forces. The 
business of the manufacturing com- 





*CCH Dee. 16,214, 10 TC 83, acq., 1948-1 
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pany and the three sales companies 
was carried on by contracts between 
them, setting forth the duties and 
obligations of the sales companies 
and providing for discounts from list 
prices of 50 per cent and 25 per cent 
on some products and 30 per cent on 
others. The reasons advanced were 
the possibility of: (1) reduction of 
liability to persons injured by fans, 
(2) additional volume with sales pro- 
moted by a local company and (3) 
freight savings if assembly plants were 
established at the sales companies. 

Separate books, bank accounts and 
minute books of course were kept, 
and separate letterheads and forms 
with the address of the manufactur- 
ing company were used. 

The Commissioner asserted 1939 
Code Sections 45 and 129, relating to the 
allocation of income and deductions 
and to acquisitions to avoid federal 
income tax (1954 Code Sections 482 
and 269), but was not sustained. The 
case was taken to the Third Circuit, 
which affirmed the Tax Court’s hold- 
ing that neither Sections 45 nor 129 
were applicable. 

Alcorn Wholesale Company® per- 
tained to a wholesale grocery com- 
pany which operated five wholesale 
houses in five towns in Mississippi. 
A reorganization was effected in 1943, 
whereby the stockholders exchanged 
their holdings for shares in five newly 
organized corporations which operated 
the wholesale houses in each of the 
five cities. The shares issued to the 
stockholders were based on the ap- 
proximate values of the business of 
each of the stores. The reasons for 
the split were: 

(1) To eliminate the “antichain 
store” feeling in the area and to ap- 
peal to local pride. 





*CCH Dec. 18,034, 16 TC 75, acq., 1951-2 
CB 1. 
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(2) To minimize the risks and 
hazards of the capital invested in the 
business, to hedge against unfavor- 
able agricultural conditions and to 
minimize tort liability. 

(3) To permit the handling of com 
petitive lines of merchandise. 

(4) To increase the borrowing capac- 
ity of the business. 


(5) To minimize federal income 
taxes. 

Separate books of account were 
kept and reports of operations issued 
to the principal place of business. 
Suppliers’ bills were paid for at the 
principal place of business with checks 
drawn on the corporation owing the 
bill. A master record of each cor- 
poration’s transactions was kept at 
the principal place of business. 


The Tax Court held that the re- 
organization was a natural division 
for business reasons, notwithstanding 
that the officers were aware of the 
possible favorable federal income tax 
consequences. It quoted the well- 
known Supreme Court statement in 
Gregory v. Helvering:*® “The legal 
right of a taxpayer to decrease the 
amount of what otherwise would be 
his taxes, or altogether avoid them, 
by means which the law permits can- 
not be doubted.” 

In Berland’s, Inc. of South Bend ** 
the taxpayer, which operated 51 branch 
shoe stores, in June, 1944, formed 22 
subsidiary corporations to operate the 
branches. In the next five-year period, 
27 additional subsidiaries were formed 
to operate separate branches. The 
assets of each of the retail shoe busi- 
nesses were iransferred to each cor- 
poration in exchange for all of the 
stock of the newly formed company. 
The reason for the formation of the 


(Continued on page 163) 
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Dealer or Investor? 
By ARNO HERZBERG 


Gain realized on the sale of property held by a dealer is taxed as ordinary income, 
but gain realized on investment property is taxed 

at capital gain rates. Section 1221 governs the dealer-investor problem 

with its definition of ‘‘capital asset." 

Mr. Herzberg, a certified public accountant in Newark, New Jersey, 

goes into this delicate problem and explains it simply and 

authoritatively. His article is based on a talk before the 

New Jersey Society of Certified Public Accountants. It has been 

revised and brought up to date since its delivery. 


N HIS BOOK The Affluent Society, Professor Galbraith advances 

the theory that the wealth, the fortune that has been accumulated 
in this country, and the prosperity it has enjoyed has to lead to a 
different approach towards economic theories and to a new view of 
the economic outlook compared to the time when this country was 
still in its infancy and a less complicated structure prevailed in our 
society. This theory, it seems, has nothing to do with taxes, but it 
can tell the tax man one fundamental thing: The economic facts that 
are the basis for any taxable transaction, the economic situation and 
the economic climate in which this transaction takes place must have 
a bearing on the interpretation of facts and figures and on the in- 
terpretation of the tax law. 

It means a lot whether capital gain problems are dealt with in a 
period of inflation or deflation, of prosperity or recession, of political 
upheaval or political calm or of great deficits in the Treasury or of 
a balanced budget. The facts lend themselves to a different approach 
and interpretation at a time when the stock market or real estate are 
going up or at a time when they are going down. The urgency of 
problems appears in a different light. The economic situation might 
throw some light on the intentions of the taxpayer, whether he wants 


Dealer or Investor? 





to invest or whether he wants to sell 
for a quick profit. Builders had a 
hard time after the war getting cap- 
ital gains. At that time we had a 
building boom. Now, since building 
activities have leveled off, it might be 
conceded that the builder wants to 
look for some kind of investment to 
protect his profits. 


In a period of inflation the capital 
gain problem of the investor has very 
serious aspects and the interpretation 
of cases should be influenced by the 
fact that an investor wants to have a 
protection against creeping inflation. 


How far the economic climate can 
and will influence the problem of in- 
vestor v. dealer is a matter to watch 
for. This problem can be simply 
stated as follows: Gain realized on 
the sale of property held by a dealer 
is taxed as ordinary income. Gain 
realized on the sale of so-called in- 
vestment property is taxed at capital 
gains rates. In the case of an in- 
dividual, long-term capital gain is 
ordinarily taxed at a rate of 25 per 
cent, but may be taxed at a lesser 
rate. On the other hand, ordinary 
income tax rates go up to 91 per cent 
and down to 20 per cent. 


The basis for this different treat- 
ment is Section 1221 of the Internal 
Revenue Code. Section 1221 defines 
the term “capital asset” in a negative 
manner. Capital asset is all prop- 
erty held by the taxpayer, with ex- 
ceptions that are enumerated. The 
exception that counts for purposes of 
the dealer-investor problem states that 
property held by the taxpayer pri- 
marily for sale to customers in the 
ordinary course of trade or business 
is not a capital asset. The same ex- 
ception is referred to elsewhere in 
the Code, especially in Section 1231, 
which has a provision for capital 





treatment for depreciable property 
used in trade or business. 


Actually, these sections of the 
Code are the only provisions that 
have to be interpreted for the ques- 
tion whether a taxpayer is a dealer 
or an investor. The regulations do 
not contain much which would be of 
importance in this respect. The 
characteristics of a dealer and of an 
investor have been built up by the 
courts. 


An analysis of all these decisions 
shows a very interesting distinction. 
The interpretation of the underlying 
facts of each case is different when 
the property in question is real es- 
tate or when securities are involved. 
It has been held that anyone to 
whom the taxpayer makes a sale is 
a “customer” within the meaning of 
the statute.’ But this is only true 
when property other than securities 
is sold. In this manner the phrase 
“customer” protects traders and 
speculators in securities, but not 
those who buy and sell real estate or 
other property. In fact, the cases 
involving the sale of real estate are 
much more complicated and involved 
than those where the sale of securi- 
ties is at stake. 


Reason for Differentiation 


There is a very simple reason for 
this differentiation. Real estate lends 
itself to all kinds of transactions that 
make a clear-cut definition of a 
dealer or an investor difficult. Real 
estate not only can be sold and given 
as collateral; it can be leased, it can 
be subdivided and it can be subject 
to conversion—all kinds of things 
can be done with it. But you do not 
lease securities; you do not sell se- 
curities to customers in the sense 
that you deal with the ultimate 





*Gruver v. Commissioner, 44-1 ustc J 9293, 
142 F. 2d 363 (CA-4); O. L. Burnett, CCH 
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buyer with the help of advertising 
or promotion. If this is done, there 
is no doubt that somebody is in the 
business of buying or selling securities. 


What does it mean to be in a 
“trade or business”? What makes a 
taxpayer change from an investor in- 
to a dealer or vice versa? What are 
the yardsticks to be applied and the 
rules to be observed? 


First of all, there are no set rules, 
and what is valid in one case might 
be offset by the views held in an- 
other case. Life is varied, too flexi- 
ble—and taxpayers and their ad- 
visers have been too resourceful. 
Cases of this kind are primarily fact 


cases.” 


It is the total fact situation that 
is controlling rather than, in the usual 
case, specified factors.* Each case 
must stand on its own merits. This 
is an established principle.* 


Although no single factor is con- 
trolling for the decision of whether 
somebody is in the business of sell- 
ing real estate, there are, neverthe- 
less, a number of tests, a number of 
facts, that have to be observed in 
order to arrive at a sensible decision. 
It is not always the number of trans- 
actions that counts. The sale of one 
single house can place a taxpayer in 
the dealer when he _ himself 
built it. The sale of as many as 460 
lots can still result in capital gain.° 


class 


Factors to Be Considered 


it all boils down to about 12 factors 
that must be considered: ° 


(1) Nature and extent of the tax- 
payer's business at the time of the 
sale or prior thereto, and its relation 
to the transaction. 

(2) Time and effort spent in sell- 
ing compared to other undertakings. 

(3) Purpose for which the prop- 
erty was acquired. 
the 


(4) Improvements made by 
taxpayer, and their extent. 


(5) Purpose for which the prop- 
erty was held. 

(6) Reason why the property was 
sold. 

(7) Whether circumstances forced 
the taxpayer to liquidate. 

(8) Frequency, number and con- 
tinuity of sales. 

(9) Extent and the dollar amounts 
involved in the sales. 

(10) Comparison of taxpayer’s in- 
come from sales to his income from 
other sources. 


(11) Extent, nature and timing of 
advertising to promote sales. 


(12) Nature of the listing of the 
property for sale, whether directly o: 
through brokers. 


A good example for the problems 
involved is the case of Pool v. Com- 
missioner * decided by the Ninth Cir- 
cuit in December, 1957. A corporation 
was building houses under war-time 
restrictions and resold them as soon 
as the restrictions were removed and 
prices rose. Some of the houses were 
not sold but rented, and, later, after 
dissolution of the corporation, sold by 
the taxpayers as individuals. Pro- 
ceeds of the sales were reinvested in 











* King v. Commissioner, 51-1 ustc { 9304, 
189 F. 2d 122 (CA-5), cert. den., 342 U. S. 
829; Lobello v. Dunlap, 54-1 ustc J 9234, 210 
F. 2d 465 (CA-5); Smith v. Dunn, 55-2 ustc 
{ 9543, 224 F. 2d 353 (CA-5). 

* Consolidated Naval Stores Company v. 
Fahs, 56-1 ustc J 9132, 227 F. 2d 923 (CA-5); 
Smith v. Commissioner, 56-1 ustc J 9436, 232 
F. 2d 142 (CA-5); Thomas v. Commissioner, 
58-1 ustc J 9443, 254 F. 2d 233 (CA-5). 
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F. Supp. 621 (Ct. Cls.). 
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sioner, cited at footnote 4. 

* Cited at footnote 4. 








securities. After that, however, the 
taxpayers engaged again in specula- 
tive building through new corporations, 
within two years after completing the 
sales in question. 


Ultimate Question 


In this case the fact that a corpo- 
ration in which the taxpayer had an 
interest built the houses is not so de- 
cisive as it may seem. While the 
question of how the property was 
acquired is of some weight, the ulti- 
mate question is the purpose for which 
the property is being held.* The tax- 
payer tried to make this a liquidation 
sale. It might have been such a sale 
if the taxpayer would have never built 
another house again and would have 
gone into another business. The fact 
that he did build again indicates that 
he was in business of manufacturing 
and selling houses. It did not help 
that the houses in question were sold 
through a broker. Moreover, the court 
found that taxpayer used his own or- 
ganization by way of advertising and 
other means. The fact that the pro- 
ceeds from the sale were reinvested 
in stocks did not mean anything. The 
taxpayer gave himself away as a dealer 
when the property sold was replaced 
by new houses that were put on the 
market. 


In another example ® the taxpayer 
inherited lots and disposed of them 
through brokers in several sales. The 
taxpayer did not take part in the sales 
campaign and did nothing by way of 
promotion. The court granted capital 
gain, because the lots were inherited 
and the sales were liquidation sales. 
Another reason was that the tax- 
payer’s profits from the sales, which 


extended over 15 years, amounted to 
only 13 per cent of her total income, 
It did not matter that the lots were 
subdivided.” 


In another case ‘' taxpayers purchased 
27 acres of farmland. In 1938 they 
built their own residence on the land 
and used the property for farming. 
During 1948 taxpayers developed a 
seven-acre tract out of the 27 acres, 
subdivided it into 15 lots and had a 
closely held corporation construct 
houses on it. In 1952 a second seven- 
acre tract was developed and sub- 
divided into 13 lots. The taxpayers 
had given up farming, but they did 
not hold themselves out as real estate 
brokers. They did not list or advertise 
the property for sale. They sold the 
lots to their own corporation, to one 
customer only. The court did not 
only conclude from these facts that 
the taxpayers were in business of sell- 
ing real estate. It was held against 
them that they had listed their busi- 
ness on Schedule C as the “selling of 
homes.” 


How Dealer Becomes Investor 


Can a builder never have invest- 
ment property and thus get a capital 
gain? Is he, in other words, always 
in the trade or business of buying and 
selling? 


Suppose a builder buys a large tract 
of land on which he places a mort- 
gage. He finds that the capital re- 
quired for erecting a large number of 
houses cannot be raised by him, that 
the best way out would be to keep the 
property and take advantage of a rise 
in real estate values. The builder 
thus changes his mind after the pur- 
chase of the property. He does not 





® Rollingwood Corporation v. Commissioner, 
51-2 ustc § 9374, 190 F. 2d 263 (CA-9); 
Achong v. Commissioner, 57-2 ustc { 9828, 
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use the lots for resale, but holds the 
tract for speculation. 


A dealer can thus become an in- 
vestor. Such a change must be ex- 
pressed in concrete action. Proof to 
this effect will have to be supplied. 
Segregation in records, bookkeeping 
and on tax returns will have to be 
made.** Corporations should make 
proper resolutions. No improvements 
should be made. 


There are cases of this sort on rec- 
ord** where an erstwhile dealer actu- 
ally could claim capital gains. However, 
they show one single, outstanding 
fact: The taxpayer was completely 
inactive—he did not do anything to 
promote a sale, he did not even make 
any improvements, he just waited for 
a buyer to come along. 

For all practical purposes, we can 
say what the taxpayer should not do, 
rather what he should do, to get a 
classification as an investor, With 
the exception of the clear-cut cases 
the “don’ts” might be rather trouble- 
some and might pose quite a problem 
to a taxpayer. 


What Taxpayer Should Not Do 
to Be Classified as Investor 


First, on his tax return a taxpayer 
should never call himself a real estate 
dealer or builder. He should call him- 
self an investor in real estate or a 
builder and investor. If the taxpayer 
has another occupation, he can insert 
that as his business, although a tax- 
payer might be engaged in several 


kinds of business activities.** If in 
doubt, no occupation should be shown 
on the return. Second, the taxpayer 
should engage in no sales activities 
of any kind. Steps should be taken to 
prove that sales are made to raise 
funds for some valid purpose, to liqui- 
date inherited property or property 
taken in payment of a debt or to re- 
duce losses. The property should be 
held for a number of years, not sub- 
divided and not sold in individual lots. 
No sales force or sales office should 
be maintained. It is important that 
the taxpayer not have a real estate 
license; in fact, he should have other 
sources of income. Investment prop- 
erty should be clearly identified in 
bookkeeping records. Correspondence 
or other evidence at the time of pur- 
chases should indicate why the prop- 
erty was bought. Proceeds from a 
sale should not be reinvested in prop- 
erty of like kind. 


This is a rather long list—and it is 
not even complete. But it might be 
worth the effort to keep it in mind. 
Things might not always be so un- 
complicated as indicated in a decision 
of the Ninth Circuit, which defines 
a dealer as a person who carries on a 
“regular business roughly comparable 
with that of a dealer in hogs or cattle 
or town lots” and defines an investor 
as a “person who acquires property 
for the income it will yield rather than 
for the profit he hopes to obtain from 
resale.” Things are not that simple, 
and even the courts are not always 
in agreement how to interpret the 
facts. There is the classical case where 





*® Delsing v. U. S., 51-1 ustc J 9125, 186 F. 
2d 59 (CA-5). 

* Charles Dorrance, CCH Dec. 15,870(M), 
6 TCM 675; Walter R. Crabtree, CCH Dec. 
19,816, 20 TC 841; D. L. Phillips, CCH Dec. 
21,072, 24 TC 435, acq., 1956-1 CB 5. 

*M. A. Paul, CCH Dec. 19,055, 18 TC 
601. This concept which seemed to be 
established by a long list of decisions got 
something of a new interpretation by Bauer 


v. U. S., 59-1 ustc 79111 (Ct. Cls., 1958). 
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The court stated that “the question is 
whether the taxpayer’s activities, personally 
or through agents, in connection with the 
property, are so extensive as to the rise to 
the stature of his trade or business.” Thus, 
property could not be converted from a 
capital to a Section 1231 asset merely by 
renting it; taxpayer must show that renting 
the property is his trade or business. 
*™U. S. uv. Chinook Investment Company, 
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a partnership built 169 houses and 
rented them.’® Fourteen were sold in 
1944, 31 in 1945, 12 in 1946 and three 
in 1947. Sixteen Tax Court judges 
agreed unanimously that the taxpayer, 
through his partnership, was engaged 
in the business of selling houses. The 
Ninth Circuit reversed. The case went 
back to the Tax Court, which dug up 
additional facts and held again against 
the taxpayer. The case was appealed 
for a second time, and the Circuit 
Court gave the taxpayer, finally, a 
capital gain from his transactions. 


This is certainly a rather perplex- 
ing and confusing issue, and it is seri- 
ously complicated by another trend 
which we can observe in recent de- 
cisions of the Tax Court. 


Recent Tax Court Trend 


The Tax Court has taken the defini- 
tion of the Ninth Circuit of an in- 
vestor as a person who requires 
property for income rather than for 
resale very literally and has denied 
capital gain for that reason.” The 
idea “no income, no capital gain” has 
no basis in the law and is leading into 
a blind alley. Actually, in this man- 
ner, the distinction between capital 
gain and ordinary income is abandoned 
completely. 


If this all adds up to a seriously 
complicated problem, are there ways 
to avoid the complications and to go 
around them? Can property held for 
sale be converted into property held 
for investment? 

The answer is yes; however, again, 
it is a qualified yes. The character 
of property can be converted with the 


help of a corporation or partnership. 
Property can be transferred in a tax- 
free exchange to a newly formed cor- 
poration or partnership and the interest 
in the corporation or partnership can 
be sold. This gives capital gain. 


But—and let us emphasize this 
“but’—the corporation might be col- 
lapsible, and the shares of stock must 
be held for three years (Section 341) 
before being sold. The partnership 
might be a collapsible partnership 
(Sections 741 and 751). If the entire 
transaction is not handled with the 
utmost care, it might be set aside as 
a sham.** 


Use of Corporation 
to Get Capital Gains 


How to use a corporation to get 
capital gain is shown by a decision of 
the District Court in Pennsylvania.’® 
Union Supply, a corporation, dealt in 
prefabricated houses. Under the charter 
the corporation could not purchase 
and develop land on which to erect 
these houses. The president of the 
corporation suggested to two friends 
that they purchase an undeveloped 
tract of 67 lots, develop it and give 
Union Supply an option to purchase 
any of the lots. Two partners pur- 
chased the tract and developed it with 
the help of Union Supply. This same 
corporation built and sold houses on 
all 67 lots under an agreement to pay 
$1,250 per lot. The court rejected the 
government’s contention that the part- 
ners were merely agents of the cor- 
poration in the acquisition of the lots 
and that the profits they made were 
compensation for services rendered. 
The court stated that the taxpayers 





“Lucille McGah, CCH Dec. 17,782, 15 
TC 69, vac’t’d and rem’d, 52-1 ustc J 9168, 
193 F. 2d 662 (CA-9), CCH Dec. 18,833, 
17 TC 1458, rev’d, 54-1 ustc § 9260, 210 F. 
2d 769 (CA-9) 

"J. Roland Brady, CCH Dec, 21,500, 25 
TC 682, acq., 1956-1 CB 3. 
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* Jacobs v. Commissioner, 55-2 ustc J 9555, 
224 F. 2d 412 (CA-9). The organization 
and financing of such a corporation is im- 
portant. See Queensboro Corporation, CCH 
Dec. 12,533, 46 BTA 1216, aff'd, 43-1 ustc 
q 9373, 134 F. 2d 942 (CCA-2). 

” Wagner v. Dudley, 58-2 ustc J 9589 (DC 
Pa.). 
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had never before or after engaged in 
buying or selling real estate, that land 
purchased by the partners and sold 
to Union Supply should be regarded 
as a single entity. 


Generally, the taxpayer could form 
a corporation and sell the property to 
it at market value in a taxable trans- 
action. However, according to Sec- 
tion 1239, he would not get any 
capital gain if he controlled the cor- 
poration, which means he cannot own 
directly or indirectly more than 80 
per cent of the stock. The sale to a 
partnership would give capital gains 
only if the taxpayer owns less than 80 
per cent of its interest (Section 707). 


Section 1237 Conditions 


Subdividing land does not mean in 
all cases that a capital gain is out of 
the question.”® Section 1237 specifies 
the conditions under which the tax- 
payer can have capital gains. Gener- 
ally, he must meet the following five 
conditions : 


(1) The taxpayer must not have 
previously held the tract, or any lot 
or parcel thereof, primarily for sale to 
customers in the ordinary course of 
his trade or business, unless the tract 
at that time would have been covered 
by this section. 


(2) In the year the property is sold, 
no other real property is held for sale 
to customers in the ordinary course of 
trade or business. 

(3) The property is held for five 
years, unless it was acquired through 
inheritance or device. 

(4) No substantial improvements 
that enhance the value of the prop- 
erty are made by the taxpayer or 


deemed to have been made by him 
while he held the property. 


(5) No substantial improvements 
will be made pursuant to a contract of 
sale between the taxpayer and the 
buyer. 


In practice it will be rather a prob- 
lem to comply with all these pro- 
visions. A capital gain on subdivided 
land is rather an exception than a rule. 

It is difficult to avoid the situation 
that subdividing is not such a time- 
consuming and capital-consuming ac- 
tivity that it gives the taxpayer all 
the attributes of a dealer. 

A builder wanted to evade the issue 
by purchasing lots in his wife’s name. 
The Tax Court rejected the taxpayer’s 
contention that the extensive realty 
selling activities of the husband could 
not be attributed to his wife and that 
the subdivision was purchased for his 
wife as an investment.** The court 
held it immaterial that the sales did 
not result from usual retail selling ac- 
tivities, but were made to builders. 
What counted was that the property 
was purchased and exploited as part 
of the husband’s regular real estate 
business. 


Summary 


We can summarize the dealer-in- 
vestor problem in real estate in this 
manner: 7” 


The word “business” is used in con- 
trast to the word “investment.” In- 
vestment compared to business is 
more passive and less involved than 
business, which in effect means “busi- 
ness.” 

Ordinarily, pure investment is the 
setting aside of capital or savings for 





See Regs. Sec. 1.1237. The fact that 
property was not subdivided does not play 
a role in case of industrial property. (Stock- 
ton Harbor Industrial Company v. Commis- 
sioner, 54-2 ustc § 9664, 216 F. 2d 638 
(CA-9), cert. den., 349 U. S. 904; Pennroad 


Dealer or Investor? 


Corporation v. Commissioner, 58-2 ustc J 9962 
(CA-3).) 

* Estate of M. A. Collins, 
23,228, 31 TC —, No. 26. 

See Port Wentworth Corporation v. U. S., 
58-1 ustc J 9446 (DC Ga.). 


CCH Dec. 
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a period of time so that it will gener- 
ate its own income or return. Invest- 
ment pays dividends, not only in the 
strict sense of the term, but in terms 
of enhanced values due to a higher 
economic plateau of the country or 
a change in the monetary value of the 
dollar. A business occupies the at- 
tention and labor of a person for the 
purpose of earning a living and to 
make profit as a matter of routine. 


If we apply these terms to the field 
of securities, we are on much safer 
ground. Here we do not have to ob- 
serve the differentiations and_hair- 
splitting that make the dealer in real 
property such a controversial figure. 
A dealer is a merchant of securities, 
with an established place of business, 
who regularly buys securities and re- 
sells them to customers in order to 
make a profit.2* It is essential that 
a place of business is maintained ; that 
sales to customers, who are drawn 
from the public at large, are frequent 
and regular; that a stock of securities 
is on hand; and that the business is 
carried on with the intent and purpose 
to make profits from the distribution 
of securities rather than through 
speculation and investment. Ordi- 
narily, state or federal authorities is- 
sue a license to a dealer in securities. 
This does not preclude the fact that a 
dealer in securities can be an investor 
and, as such, can have capital gains. 
In this case he has to comply with a 
number of conditions. He must clearly 
identify the securities he wants to set 
aside as investment within 30 days 
after acquisition, and he cannot hold 
them for sale in his business any time 
after that. But the dealer cannot just 
throw back those stocks into his in- 
ventory if the price goes down, If he 





*See Regs. Sec. 1.1236 and Sec. 1.471. 
* Bagley & Sewall Company, CCH Dec. 


19,887, 20 TC 983; Tulane Hardwood Lumber 
Company, Inc. CCH Dec. 21,258, 24 TC 


1146; Western Wine & Liquor Company, CCH 
Dec. 19,207, 18 TC 1090. 
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wants capital gain, he has to take into 
stride a capital loss. 


There are many kinds of investors, 
those that aim at income and those 
that aim at capital appreciation. An 
entirely different group are those in- 
dividuals and corporations that invest 
in stocks and bonds in order to get 
business. They have to make such 
an investment in order to get a con- 
cession or a contract or an order 
which requires stocks or bonds as a 
performance guarantee. The question 
whether or not these stocks are capital 
assets is of importance, especially in 
the case of losses that are suffered 
when the stocks or bonds are sold. 
Taxpayers taking an ordinary loss 
were for years confronted with an ad- 
verse stand of the Commissioner, who 
contested many of these cases.** The 
taxpayers always claimed that these 
stocks were purchased to acquire 
goods ; that they were part of the cost 
of goods sold; and that they were not 
capital assets to them and, therefore, 
were not subject to the capital loss 
limitation, 


The Commissioner has_ recently 
revised his position *® and agrees now 
with the contention that investors of 
that kind have an ordinary loss and 
not a capital loss. However, if the 
securities are sold at a gain, the gain, 
too, would be an ordinary one. 


Decisions rendered in the last few 
years show clearly the trend that we 
have an ordinary asset and not a capi- 
tal asset where the transaction is an 
outgrowth of regular business opera- 
tions and subordinated to them. The 
Supreme Court ** and the Tax Court *7 
have adopted this view. 


* Rev. Rul. 58-40, I. R. B. 1958-7, 19. 

* Corn Products Refining Company, 55-2 
ustc J 9746, 350 U. S. 46. 

* Logan & Kanawha Coal Company, CCH 
Dec. 14,890, 5 TC 1298. 
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A transaction might be the out- 
growth of regular business operations, 
but it need not be subordinated to 
them. Take the recent case of Haney 
v. U. S.** A construction partnership 
engaged in paving contracts and re- 
ceived paving bonds as part payment 
for the work performed. The part- 
nership included the present value of 
$250,000 of such bonds in its tax re- 
turn for 1953 and sought to sell them. 
When no satisfactory offer was re- 
ceived, the bonds were held until 
called for redemption, with the excep- 
tion of $100,000 par value, which 
were sold in 1954, the court found 
that the bonds were held for invest- 
ment and granted capital gain. 


Some dealers and investors are 
buying shares of regulated investment 
companies prior to the date a capital 
gain dividend is declared. After the 
date they are entitled to receive the 
capital gain dividend which is taxable 


as a long-term capital gain, they sell 
the stock at a loss which, in most 
cases will be equal to the dividend 
received. They used to claim this 
loss as a short-term capital loss, or 
an ordinary loss, as the case may be. 
Under a provision of the Technical 
Amendments Act of 1958, such losses, 
to the extent of the capital gain divi- 
dend, will be long-term losses if the 
stock was held less than 31 days and 
was acquired after 1957. If you sell 
a stock of a regulated investment 
company at a loss of $150 after re- 
ceiving a $100 capital gain dividend, 
your loss up to $100 is a long-term 
capital loss, thus offsetting the divi- 
dend taxed as long-term capital gain. 
The remaining $50 is short-term or 
ordinary loss. Now, it does not pay 
anymore for a dealer or investor to 
use regulated investment companies 
to convert short-term capital gain into 
long-term capital gain. [The End] 


BUSINESS REASONS FOR DIVIDING BUSINESSES— 


Continued from page 154 


subsidiaries was to limit liability on 


leases. The Commissioner relied on 
Section 129 of the 1939 Code, relating 
to acquisitions of corporations to avoid 
federal income tax (1954 Code Sec- 
tion 269), but the Tax Court held 
that the principal purpose in forming 
the subsidiaries was not the avoid- 
ance of federal income taxes. The 
Commissioner has acquiesced in this 
decision. 


Summary 

Taxpayers have been very success- 
ful in substantiating that reasons other 
than federal income tax savings were 
controlling in the formation of addi- 
tional corporations. The Commis- 
sioner has acquiesced in many of the 
decisions which he has lost. Sub- 





* 58-2 ustc $9752 (DC N. M.). 
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sidiaries are commonplace in the busi- 
Most businesses can readily 
point to good business reasons. 


ness. 


Is the necessity to meet competi- 
tion a good business reason? Busi- 
nessmen must reduce prices and costs 
to meet competition. Federal income 
taxes are one of the largest items of 
cost in the statement. If 
meeting competition is a good busi- 
ness reason then staying ahead of 
competition should also be a good 
business reason. Arm’s-length deal- 
the parent and sub- 
sidiaries or related corporations and 
adequate records and accounting pro- 
cedures are important to lend sup- 
port to the business reason requirement. 


[The End] 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


TJ. HE governors of various states got their legislatures off and run- 

ning in the 1959 legislative sessions in January. The tenor of the 
thinking by the state chiefs ran from adamant refusal to consider any 
new taxes to an insistence upon additional tax revenues being found. 


Quadrupled school costs in ten years with only doubled revenues 
led the Arizona governor to propose a sales tax increase and an 
ad valorem tax on the production of oil and gas. Arkansas’ Faubus 
indicated acceptance for a gasoline tax hike. In Connecticut, a “bedrock 
budget” that would balance at 1957 tax rates was promised. Also 
promising a balanced budget at existing rates was Delaware’s governor. 
A budget that would balance only by retaining the tax status quo was 
related by the Jdaho governor, who would require a compensatory 
income and property tax reduction before he would approve any 
venturing into new revenue sources. //linois’ legislators were told to 
eliminate the personal property tax. /ndiana’s Handley said he would 
veto any rate increases or new taxes, and he wants a commission 
appointed to modernize the state’s local tax structure. Opposition to 
any increase in highway user taxes was voiced by Maine’s governor, 
but he wants auto trade-in values made subject to the sales tax. 
Massachusetts Furcolo wants a graduated income tax adopted. Any 
major tax increases would be opposed by Montana’s governor, but a 
one-cent gasoline tax hike and a two-mill property tax increase would 
sit well with him. His pledge against any new broad base taxes was 
sincere, said New Hampshire’s Powell. New York’s Rockefeller, how- 
ever, said that “conditions require additional tax revenues now.” The 
North Dakota Legislature was told that “there is no need for new 
taxes.” Oregon legislators, however, were asked to broaden the income 
tax base, to enact a capital gains provision and eliminate the “inequi- 
ties of the inventories tax.” South Dakota’s Herseth merely asked for 
a study of the state’s tax system. However, Wisconsin’s Nelson wants 
a comprehensive revision of the tax structure. 
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Tax-Option Corporations 
Have State Problems 


In 1958, Subchapter S was added to 
the Internal Revenue Code. It per- 
mits stockholders in closely held cor- 
porations to elect to pay personal 
income taxes on the corporation’s 
-arnings, whether or not they are dis- 
tributed, and exempts the corporation 
itself from corporate income tax. 

What is the reaction of the states 
to these new provisions, Sections 
1371-1377 of the Code? How will the 
states treat this shifting of the fed- 
eral tax burden from the corporation 
to the stockholder, particularly where 
the shift could have an effect on the 
state revenues. Inquiries to state tax 
bodies produced the following re- 
sponses : 

Alabama: The state tax liability of 
a corporation and its shareholders 
will not be affected. 


Alaska: The provisions of the 1958 
federal amendments are incorporated, 
by reference, into the Alaska Net 
Income Tax Acts, as are all provisions 
of the federal Code. 

Arkansas: Subchapter S cannot be 
followed under Arkansas income tax 
law. 

California: The tax-option corpora- 
tion will be taxed in the same manner 
as any other corporation subject to 
tax. Individual shareholders will be 
subject to tax only on amounts actu- 
ally distributed or made available to 
them. 


Colorado: Tax-option corporations 
must file state returns and pay cor- 
poration taxes due. Stockholders are 
liable only for taxes on dividends 
actually distributed and cannot de- 
duct that part of the federal income 
tax paid on undistributed income. 


Connecticut: The state 
tax law will not be affected. 


franchise 


Delaware: No provisions for the 
new procedures enacted by Subchap- 
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ter S are contained in the individual 
and corporate income tax laws. 


District of Columbia: The district’s 
franchise tax act contains no provi- 
sion comparable to those of Sub- 
chapter S. Actual distributions are 
taxable when received. 


Idaho: Tax-option corporations will 
have to report income as in the past. 
Individual shareholders should report 
only actual distributions, and federal 
tax credit is available only on that 
pertaining to income reported to the 
state. 


Kansas: Tax-option corporations 
will have to pay a tax upon their 
income, whether distributed or not, 
but since the federal income tax will 
be paid by the stockholders, the cor- 
poration will not be able to deduct 
federal income taxes on its Kansas 
income tax return. Shareholders will 
be taxable only on dividends actually 
declared; the exemption from gross 
income of dividends representing 
-arnings on which income tax has 
been paid to the state, if applicabie, 
will apply to the dividends received. 
Shareholders may deduct only that 
portion of their federal income taxes 
as their state adjusted gross income 
bears to their federal adjusted gross 
income. 


Kentucky: A corporation income 
tax on its total earnings in Kentucky 
will be required of tax-option corpora- 
tions. Shareholders may include in 
their own income only actual distribu- 
tions. 


Louisiana: The state statutes will 
prevail in the taxation of corpora- 
tions. Federal income tax paid by 
shareholders of tax-option corpora- 
tions will be deductible in computing 
net state income, subject to the usual 
limitations. 


Maryland: The new federal provi- 
sions will not be recognized. Share- 
holders electing to treat a dividend 
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distribution in the manner prescribed 
by Subchapter S will not be able to 
obtain the same tax treatment with 
respect to the business dividend under 
the state law. Amounts paid by a 
tax-option corporation for the fed- 
eral income tax of a shareholder is 
ordinary income to the shareholder 
for state tax purposes, not 
dividend and is taxable at 
3 per cent. 


income 
income, 


Massachusetts; Tax-option corpora- 
tions will not be exempt from filing 
a Massachusetts corporation franchise 
tax return and paying the tax. Share- 
holders will pay the state income tax 
only on actual distributions. 


Michigan: As to the effect of Sub- 
chapter S on the Michigan intangibles 
tax, only actual distributions of divi- 
dends, in cash or in kind, will be con- 
sidered “income.” When no_ such 
distribution is made, stockholders’ 
shares are to be treated as a “non- 
income producing intangible.” 


Missouri: State corporate return 
requirements will not be affected by 
the new federal provisions. 


Montana: The state’s corporate tax 
is in the form of a license tax meas- 
ured by net income and would not be 
affected. Shareholders would be liable 
for income tax on both distributed 
and nondistributed earnings of a 
tax-option corporation. 


New York: Tax-option corpora- 
tions and their shareholders will con- 
tinue to be taxed as though no election 
had been made, the corporation sub- 
ject to state franchise taxes, share- 
holders to personal income taxes. 


North Carolina: Subchapter S will 
have no effect on the tax liabi'ity ol 
a corporation or its shareholders. 


Ohio: Shareholders of a tax-option 
corporation must list their shares as 
productive investments for Ohio in- 
tangibles tax purposes. Amounts 
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reported as dividends in the federal 
return for the preceding calendar year 
are the income yield of these shares. 
Amounts federally reported as divi- 
dends, but not actually distributed, 
will not be taxed when subsequently 
distributed. 


Oklahoma: The corporation is liable 
for income tax on its entire income, 
without any deduction for distribu- 
tions. Where the dividends of a 
corporation are nontaxable, the share- 
holder’s federal income tax will be 
prorated. Where dividends are tax- 
able, a resident shareholder should 
include the amount actually with- 
drawn as taxable income, and any 
amount that he leaves with the cor- 
poration but withdraws later will be 
a taxable dividend. 


Oregon: Shareholders of tax-option 
corporations are taxable only on ac- 
tual distributions and may deduct 
only the federal taxes on those dis- 
tributions. 


Pennsylvania: The state imposes a 
corporate income tax but no tax on 
personal income. Line 27 of federal 
Form 1120-S will be considered as 
taxable income of the tax-option cor- 
poration. Claims that federal income 
taxes paic by shareholders affect net 
earnings for valuation of stock for 
capital stock and franchise tax pur- 
poses must be substantiated. 


South Carolina: Subchapter S will 
have no effect. 

Tennessee: No effect will be had 
on either the franchise taxes or per- 
sonal income taxes. 

Utah: The tax-option corporation 
choice will have no effect on Utah’s 
Individual Income Tax Act. 


Vermont: The corporate franchise 
tax will not be affected. However, 
the election will subject the nondis- 
tributed income to both franchise tax- 
ation and to the personal income 


taxation of shareholders. 
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Virginia: The Virginia income tax 
law will be applied as if the new fed- 
eral provision had not been enacted. 


Wisconsin: Amounts earned by the 
corporation, whether distributed or 
not, will be taxed to it. Nondistribu- 
ted income will not be subject to per- 
sonal income taxation. 


Dim View Taken of State 
Corporate Net Income Tax 


On October 14 and 15, 1958, the 
Supreme Court of the United States 
heard arguments in the state corporate 
net income tax cases of Northwestern 
States Portland Cement Company v. 
Minnesota and Williams v. Stockham 
Valves and Fittings, Inc. 


The decision of the Court, still to 
be handed down, will decide whether 
or not states have the right to tax 
the net income of corporations solicit- 
ing business within their boundaries 
in interstate commerce but not main- 
taining some permanent establishment 
therein. 


Should the Court’s decision be favor- 
able to such state taxation of 
porate net income, the effect on the 
nation’s economy may well be disas- 
trous, according to an article appear- 
ing in the November-December, 1958 
Harvard Business Review. 


cor- 


The article, “New Threat in State 
Business Taxation,” by Paul Studen- 
ski and Gerald J. Glasser, studies the 
effect that would be had on the economy 
if a decision favorable were to be 
followed by an increase in the number 
of states levying income taxes based 
on the mere solicitation of business 
within their borders. The burden of 
preparing and filing returns would 
have its greatest impact on the small 
and medium-sized businesses whose 
sales in a particular state may not be 
large enough to justify paying a tax 
and filing a return. Under such con- 


ditions, many corporations will pull 
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in their horns, confining their sales 
to a regional rather than a national 
market. The possibility also exists 
that the whole structure of distribu- 
tion of manufactured goods may be 
changed. Subsidiaries may be organ- 
ized, sales agents dispensed with or 
sales made through distributors in 
order to avoid harrassing state im- 
positions, according to the article. 
Data as to these possibilities were ob- 
tained as a result of interviews with, 
or questionnaires sent to, company 
executives throughout the country. 

The point is brought out in the 
article that the tax bill of a small or 
medium-sized business soliciting busi- 
ness in interstate commerce and sub- 
jected to a net income tax would be 
only a small part of the expense that 
would be incurred as the result of 
such taxation. Questionnaires were 
sent to several accounting firms, ask- 
ing them, if they prepared returns in 
where the tax assessed 
solely on the ground that a company 
solicited orders in the state, to specify 
the amounts of the involved 
and also the charges made to the 
clients for their work. 


cases was 


taxes 


One firm reported on three fairly 
typical situations, corporations with 
a $3 to 4 million total sales volume, 
whose only activity within the taxing 
state is a salesman employee who 
The average tax of 
one was $75 per year, the average 
cost to prepare the return was $150. 


solicits orders. 


Another’s average tax was $20, aver- 
age cost to prepare the return, $150. 
The third’s average tax was $6, aver- 
age cost of return, $100. The latter’s 
lower cost of preparing returns was 
due to a number of the returns cover- 
ing prior years and being prepared in 
skeleton form. 

The article makes the point that 
compliance “is often not limited to the 
mere filing of a return, and extensive 
records must be kept for allocation 
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purposes. Additional information must 
also be presented to the tax examiners 
in subsequent return audits and ad- 
justment negotiations. Furthermore, 
expensive litigation with the states 
may sometimes be involved, and the 
possibilities for the harassment of the 
corporate taxpayer under these broad- 
ened applications of state net income 
taxation will be increased greatly.” 


If the cost of compliance is high 
for the small or medium-sized corpo- 
ration, so is the cost of enforcement 
for the state levying a corporate net 
income tax. As a result, their “prac- 
tice has been to concentrate on the 
larger out-of-state companies and to 
let the others alone,” the authors 
It was told that one tax admin- 
istrator said that it would require 
5,000 people to police the enforcement 
of the corporate income tax on the 
host of out-of-state corporations ship- 
ping into the state on orders received 
through agents. It was pointed out 
that California, under its direct net 


state. 


income tax, taxes only about 1,000 out- 
oi-state corporations, collecting from 
them an average of $650 per taxpayer. 
If the letter of the law were followed, 
the tax could be applied to many more 
such corporations. 


The article presented the hope that 
the states that have attempted to 
apply the new tax will abandon it 
after considering its effects on busi- 
ness and the economy, and that na- 
tional associations interested in state 
and local business taxation will with- 
hold endorsement from the concept. 
lt was also hoped that the Supreme 
Court would find that levies based on 
the mere solicitation of orders in a 
state are unconstitutional. No matter 
how the Court decides, the article 
said that it is imperative that Con- 
gress act to bar “the unwise and 
nationally harmful extension of state 
corporation income taxation into the 
domain of interstate commerce.” 
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Supreme Court Acts 
on State Tax Cases 


The Supreme Court in Alaska v. 
American Can Company, et al., Docket 
No. 40, reversed the decision of the 
Ninth Circuit and held that existing 
tax liabilities under the 1949 tax on 
real and personal property in Alaska, 
which was repealed in 1953, were not 
wiped out by the terms of the repeal- 
ing statute. The savings clause of 
the repealing act, said the United 
States Supreme Court, referred only 
to local tax levies. 


The Court issued three per curiam 
dismissals. One was of Commonwealth 
v. Universal Trades, Inc., Docket No. 
434, thus upholding the decision of the 
Pennsylvania Supreme Court, Middle 
District, that imposition of the capital 
stock tax based in part upon the in- 
tangible assets of a domestic corpo- 
ration that have acquired a “business 
situs” in another state and are taxed 
by that state does not result in double 
taxation. The second dismissal was 
of F. & M. Schaefer Brewing Company 
v Gerosa, Docket No. 526, in which 
the New York Court of Appeals had 
held the New York City gross re- 
ceipts tax applicable to sales to out- 
of-state distributors when delivery by 
the vendor to the purchaser is com- 
pleted within the city. The third 
dismissal was in The Second Federal 
Savings & Loan Association of Cleve- 
land v. Bowers, Docket No. 537, in 
which the Ohio Supreme Court up- 
held a tax levied on the ownership 
interests of depositors in _ financial 
institutions with no capital stock. 

Certiorari was denied by the Court 
in U. S. ex rel. Thompson v. Lennox, 
Docket No. 522. In this case, the 
Third Circuit Court of Appeals had 
held that Philadelphia could impose 
its wage tax on the earnings of a 
nonresident federal employee at the 
Philadelphia Naval Shipyard. 
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Income Taxes Regressive? 


By VIOLET J. SOLLIE 


With states seeking to increase their tax revenues, it’s time 

to take a long, hard look at the interrelationship between the federal income tax 
and the income tax of the several states. This author does that 

and explains graphically just what the problem is. 


HEN WISCONSIN adopted the first graduated net income tax 

in 1911, the tax was a progressively graduated tax designed to 
take a larger proportion of high incomes than of low incomes. When 
Mississippi enacted a flat rate income tax of one half of 1 per cent 
of all income exceeding $2,500 in 1912, the state did not attempt 
progressive graduation, but with the exemption, the tax was no 
heavier on low incomes than high incomes. After adoption of the 
federal income tax in 1913, most states taxing personal incomes tried 
to devise laws which taxed lower incomes at lower rates, and they 
provided personal credits and exemptions calculated to ease the tax 
burden on the person supporting several dependents. In this they 
followed the example of the federal tax. In only four states, did the 
legislatures intentionally depart from the pattern. New Hampshire 
and Tennessee applied an income tax at a flat rate to income from 
interest and dividends only. Massachusetts, later followed by Mary- 
land, applied different rates to different types of income, though each 
type of income in excess of a personal exemption was taxed at a 
flat rate. In these states, earned income is taxed at a lower rate 
than income from intangibles or capital gain. 


States differ in the exclusions from income and in the permissible 
deductions in computing net income and these differences affect the tax 
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The author is an attorney, Minneapolis. 


bills. It is something of a surprise 
to discover just what the variations 
are when comparing tax bills of peo- 
ple with the same income and like 
family circumstances. For example, 
a single person with a net income 
of $100,000 before personal exemp- 
tions or deduction for taxes measured 
by income—state or federal—will pay 
a smaller state income tax than a 
married taxpayer with a dependent 
wife and two dependent children in 
Alabama, Arizona, Colorado, Idaho, 
Iowa, Kansas, Kentucky, Louisiana, 
Minnesota, Missouri, Montana, New 
Mexico, North Dakota, Oklahoma, 
Oregon and Utah. In my own State 
of Minnesota and in Iowa, Ken- 
tucky and Utah, this tax advantage 
of the single person over the family 
man will be apparent at the $10,000 
income level. In Alabama, Kansas, 
Missouri, Montana, North Dakota 
and Oregon, it appears at the $20,000 
level, and in Idaho and Oklahoma at 
the $25,000 income level. 


In Minnesota the married taxpayer 
with a dependent wife and two de- 
pendent children whose income is 
$10,000 after all permissible deduc- 
tions except income taxes will pay a 
tax exceeding that paid by the single 
taxpayer with the same income by 
6 per cent. At $15,000, the family 
man’s tax will exceed the single per- 
son’s by 16 per cent; at $20,000 the 
excess is 25 per cent; at $25,000 it is 
30 per cent; at $50,000 it is 41 per 
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cent; and at $100,000, the man sup- 
porting his wife and two dependents 
is paying 54 per cent more state in- 
come tax than the single person with 
no dependents. 


It might be argued that the family 
man increases public costs for educa- 
tion and various health and welfare 
services by bringing his family into 
being, but I know of no considered 
legislative policy of taxing him more 
heavily than the single man of like 
income. This effect is due to the 
policy of the states named in allow- 
ing the deduction of federal income 
taxes in computing the taxable net 
income for state purposes. When the 
federal tax was smaller, its deduction 
did not distort the allocation of the 
state tax to the extent it now does. 
Just before World War II, the tax on 
a bachelor with $100,000 in net income 
before payment of income taxes would 
vary from the tax of our family man 
with the same income by not more 
than 1 per cent. At lower income 
levels, the unmarried person paid 
more state tax than the man with 
dependents. When the federal tax 
increased, itself steeply graduated, its 
deduction had the effect of making 
the state income tax regressive. 

The federal tax is computed on the 
income left after state taxes are de- 
ducted. In the states named above, 
the federal tax is deducted either in 
the yéar paid or accrued. Because 
there are two variables, determination 
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of the state’s tax burden is a some- 
what slippery business. The state tax 
decreases as the federal tax increases, 
and the federal tax increases as the 
state tax decreases. To try to limit 
our examination to the effect of de- 
duction of the federal tax on state 
taxes, Tables 1, 2 and 3 show state 
taxes payable for a single person, a 
married man supporting a wife and 
two children, and a man and wife, 
only, at several income levels. For 
these tables, we assume the taxpayer 
had no income taxed the preceding 
year, and that he paid the federal tax 
during the year as it accrued, so it 
is deducted from the income of that 
year in the states permitting its de- 
duction. We assume, too, that the net 
income figure is the amount the tax- 
payer has before personal exemptions 
or deductions of federal income tax 
but after all other permissible deduc- 
tions, and that the same type of in- 
come is taxable in each state—or at 
least that all of the net income is sub- 
ject to tax in the state. This is not 
necessarily true but it is possible, and 
in this way we can limit our compar- 
isons to the effect of the federal in 
come tax on the state tax structure, 
taking into account the several state 
rates and exemptions but leaving out 
differences due to other exclusions 
and deductions. The net income be- 
fore personal exemptions may be either 
net income after deduction of the 
standard deduction which is optional 
in many states or after all permissible 
itemized deductions other than the 
federal income tax. Because some 
states permit income splitting among 
married couples even if one of them 
earns all the income, this fact is neces 
sarily included in the computations. 
Otherwise income of the married per- 
sons is assumed to belong to one of 


them. 


On these assumptions we discover 


some surprising results: (1) Single 
taxpayers or taxpayers without depend- 
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ents pay a smaller proportion of their 
incomes to the state than the married 
taxpayers with dependents when in- 
comes are large; and (2) taxpayers 
in states where personal exemptions 
are relatively low and state rates rela- 
tively high do not necessarily have 
the highest personal income taxes. 


High Rates or High Tax Bills 


With surtaxes, Minnesota and North 
Dakota have the highest maximum 
tax rates among the states—l1 per 
cent. Wisconsin has a maximum rate 
of 10.2 per cent, and Oregon has a 
maximum of 9.5 per cent. These are 
the states with the highest rates but 
when we compare tax bills for a net 
income of $10,000 before deduction of 
income taxes or personal exemptions, 
the story is different. A single person 
would pay $557.50 on that income in 
Vermont where the maximum rate 
is only 5 per cent ; $496.71 in Oregon; 
$422.03 in Idaho where the maximum 
rate is 88 per cent; $420 in North 
Carolina with a maximum of 7 per 
cent; $380 in New York with a maxi- 
mum of 7 per cent; $369 in Wiscon- 
sin; $329.43 in Minnesota; and $320 
in Virginia with a maximum rate of 
5 per cent. 

And do taxes grow heavier as in- 
comes increase? In Minnesota, the 
tax of $2,942.72 on a $100,000 income 
before tax for a single person is 2.9 
per cent of that income, but the tax 
of $1,887.82 on a $50,000 income is 
3.8 per cent of that income, and the 
tax on a $25,000 income is 4.64 per 
cent of the income. 

The states which compute state in- 
come taxes without deduction of the 
federal tax from the state income tax 
base have preserved the principle of 
progressive graduation—higher rates 
on higher incomes and lower taxes for 
men with more family responsibilities. 

Even though the taxpayer may well 
feel he should be taxed only on what 
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he has left after paying each tax, in 
those states not permitting the deduc- 
tion of the federal tax, his tax in- 
creases as his income increases and 
decreases as his family responsibil- 
ities increase. However, in states per- 
mitting the federal deduction, the 
reverse is true. 


It has been argued that high state 
rates on relatively few high incomes 
drive people with high incomes out 
of the state—which seems question- 
able in view of the fact that New 
York, which does not permit deduc- 
tion of the federal income tax in com- 
puting state tax and, therefore, has 
relatively high taxes on high incomes, 
does not have fewer people with high 
incomes proportionate to total popula- 
tion than Alabama or North Dakota, 
which permit the deduction. 


Tax Credits or Tax Exemptions 


The methods of allowing personal 
exemptions or credits also affect the 
relative tax burdens. Exemption of 
the first $500, $1,000 or $2,000 of in- 
come eliminates a number of small 
returns where the tax would barely 
pay the cost of administration. The 
exemption from income, which is the 
method used by the federal govern- 
ment and most states, subtracts the 
tax on exempt income at the highest 
applicable rate. The tax credit sys- 
tem, pioneered in Wisconsin and fol- 
lowed in Arkansas, lowa, Kentucky 
and Minnesota, subtracts the tax at 
the lowest rate or eliminates the in- 
come from the lowest bracket. Lou- 
isiana, taxing the first $10,000 at one 
rate, provides that exemptions be de- 
ducted from this lowest bracket. Other- 
wise, exemptions decrease the amount 
of income taxable in top brackets. 
For example, let us assume a state 
intends to exempt $1,000 from tax, 
and that it has a rate structure start- 
ing at 1 per cent of the first $1,000 
and increasing 1 per cent per $1,000 
to a maximum of 10 per cent on in- 
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come in excess of $9,000. If a tax- 
payer has a total income of $5,000, 
and the exemption of $1,000 is sub- 
tracted before the tax is computed, 
he has $4,000 subject to tax, which at 
our hypothetical rates would mean 
a tax bill of $100. If the state first 
computes tax on his total income of 
$5,000 and then subtracts the tax on 
the first $1,000 at 1 per cent, he will 
pay $140 on the same income. This 
tax credit system means that every- 
one having enough income to get into 
the second bracket is paying more 
tax than if the exemption system were 
used, but the person with exactly 
$1,000 or less pays no tax, and the 
man with the high income gets exactly 
the same reduction in tax due to his 
family circumstances that the low in- 
come taxpayer gets. The credit sys- 
tem makes the maximum rate effective 
at a lower income. Subtracting the 
exemption before computing tax, in 
effect graduates the reduction due to 
family circumstances, giving greater 
reductions from tax on the high in- 
comes than the low ones. 

The tax credit system complicates 
another problem—the treatment of 
married taxpayers each of whom have 
separate income. It is not difficult 
for a state to translate to tax credits 
twice the income of a single person 
for married persons filing jointly. 
When credits are allowed for depend- 
ents there is more difficulty. The states 
tend to allow the same credits to 
married and single taxpayers. Let us 
go back to our theoretical state, grad- 
uating its income tax rate 1 per cent 
per $1,000 to a maximum of 10 per 
cent on all income exceeding $9,000, 
which intends to allow $1,000 to be 
exempt to each taxpayer. For the 
single taxpayer, it gives a credit of 
$10—the tax on $1,000 at 1 per cent. 
It gives the married taxpayer a tax 
credit of $30—the tax on the first 
$2,000, assuming the first $1,000 is 
taxed at 1 per cent and the second 
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$1,000 at 2 per cent. Then the state 
intends to allow $500 tax free for each 
child supported by the taxpayer. For 
a married couple, this $500 would 
come from the third $1,000, which is 
subject to a 3 per cent rate, so the 
credit is made $15. Usually the single 
person supporting a dependent will 
get the same $15, and this would be 
equivalent to exempting $750 in in- 
come in the 2 per cent bracket, over 
the single person’s tax on his first 
$1,000. If our married taxpayer has 
five dependents, and the credit is $15 
per dependent, this married couple 
will have total tax credits of $105 for 
the family, which in a state graduating 
the tax 1 per cent per $1,000, will be 
the same as the tax on $41,000. If the 
taxpayer subtracted $2,000 for him- 
self and his wife and $500 for each 
dependent, he would have a tax-free 
allowance of $4,500. When there are 
separate returns for married income 
taxpayers and the credits for a married 
couple are intended to apply to one 
earner, there are more inequities. 


Despite its difficulties, some states 
have a combination of credit and ex- 
emption methods. Oregon has a regu- 
lar exemption of $600 per dependent 
before the tax is computed, but if a 
taxpayer is blind or over 65, the 
method is changed so his tax is re- 
duced by $6. Idaho uses the method 
of first subtracting exemptions from 
income before applying rates, but she 
imposes a surtax on the portion of 
taxable income exceeding $2,000; and 
in the surtax computation, the surtax 
applies to the tax at normal rates 
exceeding $60—which is the tax on 
the $2,000 of income taxable at the 
lowest rate. Tax credits are used for 
dependents, too, in Idaho’s surtax. 


Problems Arising 
from Married Taxpayers 


The treatment of taxes of married 
income recipients is perplexing with- 
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out the tax credit feature. If separate 
returns are filed, twice as much in- 
come is taxable in lower brackets as 
if a joint return were filed. Many 
states provide that the personal ex- 
emption for a married couple, both 
reporting income, may be divided be- 
tween them as they wish. There are 
exceptions: In Mississippi a single 
person has a personal exemption of 
$4,000 and a married couple an ex- 
emption of $6,000 to be taken by either 
or divided between them as they wish, 
but there is no extra allowance for 
dependents. A single person support- 
ing certain dependents may get an 
exemption of $6,000 as the head of 
a household. In North Carolina, the 
married man, as the head of a house- 
hold, gets an exemption of $2,000. If 
his wife has separate income she gets 
an exemption on it to the extent of 
$1,000; anything over $1,000 must be 
reported and taxed on her separate 
return. If the wife bears the major 
burden of support for the family, she 
gets the head-of-household exemption 
plus $300 for each child, and her hus- 
band gets the $1,000 exemption on his 
separate return. 

In several states, income-splitting 
is provided whether or not the income 
is actually earned by one or both 
members of a married couple. In some 
states this results from community 
property laws, and in some from a 
special statute. At one time the federal 
government allowed income-splitting 
only in those states where a spouse 
has a legal right to half of the income 
of the community or the earnings of 
either or both members of the family. 
Such a provision meant smaller fed- 
eral taxes in the community property 
states than in states where income be- 
longs to the person from whose sepa- 
rate efforts or property it is derived, 
so Congress modified the federal law 
to permit income-splitting in all states, 
and thus treat inhabitants of all states 
alike on their federal taxes. Now some 
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of the states are considering following 
this example, even though there is 
no legal concept of community prop- 
erty. At present the state income tax 
laws of Arizona, California, Louisiana, 
New Mexico, Oklahoma, Idaho and 
Oregon allow income-splitting. State 
income taxes are usually sharply grad- 
uated at the lower levels, and income- 
splitting permits doubling the income 
taxable in the low brackets and re- 
duces that taxable in the higher brackets. 

The maximum state income tax 
rate is usually achieved at compara- 
tively low levels—$4,000 in Iowa and 
Utah ; $5,000 in Alabama, Idaho, Ver- 
mont and Virginia; $6,000 in South 
Carolina; $7,000 in Arizona, Kansas 
and Montana; $7,500 in Oklahoma; 
and $8,000 in Delaware, Kentucky 
and Oregon. In only five states does 
graduation continue above the $20,000 
bracket: In Minnesota the top rate 
applies to income above that figure; 
in California, Mississippi and the 
District of Columbia it is effective at 
$25,000; in Louisiana at $50,000; and 
in New Mexico at $100,000. Gradua- 
tions of $500 and $1,000 are found at 


the lower end of the range. 


Again using our hypothetical rate 


of an increase of 1 per cent per 
$1,000 to 10 per cent on all income 
over $9,000, a man with a taxable 
income of $8,000 will have the last 
$1,000 of it taxable at the 8 per cent 
rate. If his wife has a separate income 
of $2,000 and she files a separate re- 
turn, she would pay 1 per cent on the 
first $1,000 and 2 per cent on the next 
$1,000, or a total of $30. If she files 
with him, jointly, and no income- 
splitting is permitted, her $2,000 will 
cost $190, for her first $1,000 added to 
his income will be taxed at 9 per cent 
(as his ninth $1,000) and her second 
$1,000 at 10 per cent. If their income 
could be combined and then split—as 
permitted in some states and by the 
federal government—then each would 
pay a tax on $5,000 at the rates apply- 
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ing to the first $5,000, or a total of 
$300 for both. This compares with 
$550 for both on the joint return and 
$390 for both if each paid on separate 
returns of actual income.' These il- 
lustrations show why most married 
taxpayers like income-splitting. 


A tax study commission appointed 
by the governor of Minnesota recom- 
mended in 1957 that joint returns be 
compulsory for the married taxpayers, 
even if each had separate income. 
Aside from the legal difficulties of 
such a proposal (In Hoeper v. Tax 
Commission of Wisconsin, 1 strc § 282, 
284 U.S. 206 (1931), the United States 
Supreme Court said that an attempt to 
measure the tax on one person’s prop- 
erty or income by reference to the 
property or income of another person 
is contrary to the due process clause 
of the Fourteenth Amendment), and 
the administrative difficulties, this 
would tremendously multiply the tax 
burden of married taxpayers whose 
separate incomes are small enough not 
to get into the top rates. Because of 
the federal tax deduction permitted 
in the state, married taxpayers in the 
higher brackets were already paying 
more state income taxes than single 
taxpayers, and this proposal would 
have intensified the burden of mar- 
ried taxpayers and extended the dis- 
crimination in favor of single tax- 
payers to lower income levels. The 
legislature did not adopt the proposal 
but arguments were heard in com- 
mittee hearings that the present status 
was unfair to the family business, 
where both husband and wife con- 
tribute but the wife has no separate 
legal right to control of part of the 
income and it is, therefore, treated as 
the income of one Perhaps 
income-splitting answers the need of 
this situation, but it would seem that 
it could also be taken care of by ap- 
propriate legal partnership arrange- 
ments, reflecting rights and duties of 
both contributors. 


person. 
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is exempt. 


if the total income is not over $5,000 for a single taxpayer or $7,500 for a 


Because all state taxes are deducted 
before the federal tax is computed, 
whether the state permits a deduction 
of federal tax or not, the states per- 
mitting federal tax deductions are in- 
directly subsidizing taxpayers resident 


3 


United States income tax on business income or em- 


* Tax credit deducted from tax on entire taxable income at given rates 
ployment income is deductible but not other federal income tax. 


1 Extra $500 for spouse if separate return filed by blind spouse. 





additional $2,000 if he is blind. On a jcint return, $2,000 plus the smaller 
married one, an exemption of the lesser of $1,000 ($1,500 if taxpayer is over 
65 years of age) or the amount by which $2,000 exceeds business or employ- 
ment income is allowed. There is also an exemption of $500 for a spouse 


whose total income does not exceed $2,000 and $400 for each dependent. The 


Massachusetts rates are 1.5 per cent annuities, 6 per cent on interest, divi- 
dends or gains on intangibles, 2.5 per cent on employment income and busi- 


tions are $2,000 for a taxpayer's business or employment income with an 
ness income and other transactions entered for profit—all of these rates 
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crease. For example, a single person 
with $25,000 income before deduction 
of income taxes pays a state tax of 
$1,015.70 in Minnesota, according to 
Table 1, and his federal tax is $9,796. 
The following year, assuming the 
same income before taxes, his federal 
tax is smaller by $599—which is the 
tax on the $1,015.70 he deducted in 
state tax—the deduction being at the 
59 per cent federal tax bracket. This 
reduction in federal tax is due to his 
state tax. The New York man, having 
paid a state tax of $1,325 on similar 
income, decreases his taxable federal 
income in the 59 per cent bracket by 
that much—which is $183 less in federal 
tax than the Minnesota man pays— 
simply because the New York man 
paid a higher state income tax. Here, 
‘then, are two taxpayers, each earning 
$25,000 net before taxes, each theo- 
retically paying the same federal tax, 
but one man’s tax is $9,197 and the 
other’s is $9,014 because the former 
paid less state tax then the latter. A 
married taxpayer with a $25,000 income 
before taxes will be in the 38 per cent 
federal tax bracket, and the difference 
will be less. 


States are doing much in develop- 
ing concepts of taxable income and 
allowable deductions. For example, 
Arizona permits some deduction of 
adoption proceedings expense, Colo- 
rado has a deduction for the cost of 
commuting to work—both deductions 
which would probably not be tried 
on a national scale and both worthy 
of consideration. Minnesota initiated 
deductions for medical expenses in 
1933, which have since deen allowed 
to some extent by the federal govern- 
ment, the District of Columbia and 
14 other states. 

States now are beginning to re- 
consider the effect of the federal tax 
deduction. In this consideration, they 
should weigh the desirability of a 
regressive income tax—one which is 
lighter as income increases, or of flat 
rate income taxes after specific ex- 
emptions, as compared with the pro- 
gressively graduated tax. Most features 
of tax structures are regressive—and 
the net income tax has been thought 
to be one tax which counterbalanced 
this regressive tendency. With the 
deduction of federal income taxes, this 
is no longer true. [The End] 
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if a timely petition is filed with the 
Tax Court. 

In this case, Smith v. Flinn, 59-1 
ustc § 9109, the Commissioner, in 
spite of law, sold the taxpayer’s crops. 
They were not perishable crops, This 
taxpayer had to go all the way to the 
Eighth Circuit, and this court casti- 
gated the district director: 

“We are forced to characterize the 
Director's actions in selling the appel- 
lant’s 1957 crop and part of his 1958 
crop as high-handed and unlawful... .. 

“We have here this situation: The 
Commissioner of Internal Revenue 
determined that there were deficien- 
cies in appellant’s income tax. Jeop- 
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ardy assessments were _ issued. 
Appellant filed a timely petition with 
the Tax Court to redetermine the defi- 
ciencies and such matter is still pend- 
ing and undetermined. In 1954 the 
Congress specifically provided by 28 
U.S. C. A. § 6863(b) (3) that property 
so seized under a jeopardy assessment 
‘shall not be sold’ if timely petition 
is filed with the Tax Court. There are 
exceptions, none of which is applica- 
ble herein as the Director utterly 
failed to comply with the provisions 
which would justify use of the excep- 
tions. He claims now that he could 
have declared the crops perishable and 
proceeded under the provisions of 28 
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U.S. C. A. § 6336, supra. The point 
is that even if, considering the com- 
modities involved, he could have done 
so, he did not, and even if he had, the 
appellant would nevertheless have 
been entitled to notice of the ap- 
praised value, a reasonable opportu- 
nity to pay such amount or of giving 
a bond with sureties to prohibit the 
immediate sale of the seized grain. 


“The hearing in District Court es- 
tablished that the price of the com- 
modities seized and sold was consid- 
erably higher at the time of the 
hearing than at the time of their un- 
lawful sale by the Director. While 
the appellant’s 1957 crop has been 
sold and any question as to that year’s 
crop apparently is moot, the attorneys 
advised the court at the time of the 
hearing that this was not true as to 
the 1958 crop. If past actions are any 
indication of the future, there is every 
reason to believe that if the appellant 
is denied relief here the Director will 
proceed with his unlawful actions and 
sell the 1958 crop in utter disregard of 
Congressional mandate. 


“Tt seems perfectly obvious that the 
Director herein has, by his high- 
handed method of seizure and sale, 
attempted to completely thwart the 
will of Congress which provided in 
1954 that the property so seized ‘shall 
not be sold’. To deny relief here is 
to tell the Director that he need pay 
no attention to an Act of Congress 
specifically prohibiting him from sell- 
ing property seized under a jeopardy 
assessment if the question of defici- 
ency is still pending in the Tax Court. 


“Additionally, it may be stated that 
by the granting of an injunction we 
are in no way ‘restraining the assess- 
ment or collection of any tax’. The 
Director is merely prohibited from 
making a sale of seized property in 
contravention of Congressional edict. 
The statute passed by Congress in 
1954 specifically sets forth what the 
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Director must do if the situation re- 
quires an immediate sale. Appellant 
is entitled to have the Director abide 
by the provisions of that statute. We 
think it clear that the Director’s ac- 
tions are illegal... .” 


QO N THE SUBJECT of unreason- 
able accumulations of income, it 
is said that this surtax is a tax on a 
state of mind. The Smoot, Sand & 
Gravel case illustrates this. First, it 
started in the Tax Court as a memo- 
randum opinion, CCH Dec. 21,668 
(M), 15 TCM 418, then it went to the 
Fourth Circuit, 57-1 ustc J 9376, and 
now it is back in the Tax Court, CCH 
Dec. 23,307(M). Here’s what hap- 
pened: The taxpayer attempted to 
show that the reserves it had built up 
were necessary, but what the tax- 
payer failed to show was that prior to 
the building of the reserves there was 
a need to accumulate its earnings and 
profits. In other words, a state of 
mind must exist before building, not 
after. 


Here’s what the Fourth Circuit 


said: 

“The issue of inflation was vigor- 
ously argued before us. Although the 
evidence shows that petitioner did not 
formulate or initiate any program for 
expansion or substantial replacement 
during the period 1945-1950, it seeks 
to excuse such omission by saying 
that the progressive inflation of those 
years made such investment inadvis- 
able, inasmuch as it was awaiting ‘the 
usual post-war deflation’. Despite 
this explanation, the petitioner never- 
theless insists that in computing its 
capital requirements, the inflation in 
prices which occurred during the 
period should be considered. The Tax 
Court, says the petitioner, committed 
error in failing to consider this factor. 
A large part of the record is devoted 
to the issue of economic trends, but 
we think the entire discussion irrele- 
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vant to this case. There is a basic 
inconsistency in the petitioner’s posi- 
tion, for if petitioner expected defla- 
tion, and for that reason deferred 
making investments, then assuredly 
its reserves reasonably could not have 
taken into consideration the factor of 
inflation. In effect, its contention is 
that although it was awaiting defla- 
tion before investing, it is entitled to 
have its reasonable needs computed, 
after the event, in an amount suff- 
cient to meet inflationary increases 
in cost which were not anticipated 
even as a possibility when the re- 
serves in question were created. Log- 
ically, its intentions in withholding 
distribution of earnings had to be 
based on one theory or the other; we 
think they could not rest on both. 
The taxpayer could not justify its fail- 
ure to use the reserve on the ground 
that it expected prices to decline, and 
yet, in computing its capital require- 
ments, ask us to measure them, not 
as it measured them at the time, but 
in the light of the subsequent infla- 
tionary rise in costs. We do not mean 
to intimate that inflationary economic 
trends may never be considered in 
calculating future corporate needs, 
and we are not called upon in this 
case to pass upon such a question. 
That the petitioner never considered 
such a factor in determining its needs 
and, indeed, anticipated just the op- 
posite, is sufficient reason to uphold 
the Tax Court’s failure to consider 
this contention.” 


In David Altman’s article in our 
December issue, page 933, it is pointed 
out that a change in policy would per- 
mit the accumulation of earnings for 
the purchase of even and unrelated 
business. In the latest opinion from 
the Tax Court in the Smoot case, 
there is something that may be help- 
ful in this area. The taxpayer’s rea- 
soning regarding the acquiring of an- 
other type of business was rejected 
by the Tax Court: 
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UPI Photo 


A sizeable cost of doing business is 
the cost of preparing tax returns. 
This photo shows some of the 
37,495 different tax returns which 
Schenley Industries, Inc., filed in 
1958. Distilling companies have to 
file from 5 to 90 times as many 
returns as concerns of corresponding 
size in other lines of business. 


“The testimony of petitioner’s wit- 
nesses indicates that the purpose of 
maintaining the ready-mix cash re- 
serve was primarily to deter the 
ready-mix people from undermining 
petitioner’s business and to support 
petitioner’s counterthreat to enter the 
ready-mix business itself in competi- 
tion with them. It is claimed that as 
long as the ready-mix people knew 
that petitioner had the financial means 
of launching its own ready-mix busi- 
ness they would not dare push the 
petitioner into direct competition 
with themselves. We originally con- 
cluded that the reserve of $500,000, 
which petitioner set up in its books, 
was sufficient for that purpose. Even 
yet petitioner has not had to enter 
into the ready-mix business or to 
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take any further deterring action 
against the ready-mix people. 

“The evidence taken as a whole, in- 
cluding the testimony on this point 
given at the first trial, coupled with 
the evidence adduced by petitioner’s 
own witness at the rehearing, shows 
affirmatively that petitioner was in a 
strong economic position with more 
demands on its production than it 
could meet; that there was no threat 
to its business from any existing or 
even imaginary competitor; that peti- 
tioner far from being threatened as 
to its sand and gravel business by the 
ready-mix companies was itself a 
threat to their very existence, both 
because of its dominating position in 
the production of sand and gravel and 
even more so, because of its potential, 
by entering into the ready-mix busi- 
ness, of putting out of business all of 
the ready-mix concerns in the area. 
We think petitioner’s officers must 
have known of this situation and that 
they accordingly could not by 1945 
have reasonably felt that they were 
threatened by any ready-mix opera- 
tions or would have to enter the 
ready-mix business to protect them- 
selves. Any decision to enter into the 
ready-mix business would have been 
for the purpose not only of expand- 
ing the sand and gravel production 
but of taking over the entire ready- 
mix business for the whole area, This 
incidentally was not at all what Mr. 
Smoot originally envisaged, or for all 
that appears, ever intended. He said 
in 1934: “The only way to meet this 
very serious threat is to be ready— 
and to let the ready mixer know it— 
to step boldly into the ready-mixing 
business and compete with them on 
their own ground. . . . thirty to forty 
such trucks would be required at the 
outset.’ (Italics added.) Even if tak- 
ing over the entire ready-mix business 
was a possibility, it would certainly 
not be a need of the business, reason- 
able or otherwise, and could not have 
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“| got to thinking about all the 
months of committee hearings, all 
the new regulations and the years 
of litigation to determine what we 
mean in the 1959 revisions. So, en- 
tirely on my own time, | went over 
to the Treasury and discovered that 
they have millions of 1939 blank tax 
returns and instructions which can 
easily be stamped 1959 .. .” 





been so considered during the period 
in question by petitioner or its officers.” 


AXPAYERS are inviting unnec- 

essary grief by failing to attach 
Form(s) W-2 to their federal income 
tax returns. No credit may be given 
for taxes withheld unless properly 
supported by W-2’s; no refunds can 
be paid until W-2’s are filed. 


Employers are obligated by law to 
furnish copies of this form to their 
employees by January 31, but many 
employers distribute the form before 
that date. 


Employees who have worked for 
more than one concern during 1958 
must file all of the W-2’s they re- 
ceived during the year. ‘ 
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WASHINGTON TAX TALK 


President Eisenhower submits a ‘‘balanced, responsible, confi- 
dent, positive, attainable’’ budget for fiscal 1960 to Congress. 


HE EIGHTY-SIXTH CONGRESS is now in session and the 

second bill introduced in the House of Representatives is con- 
cerned with small business tax relief. There is a companion bill in the 
Senate (S. 59). These bills contemplate the granting of tax deductions 
for income plowed back into a business. The bills bring into being a 
new tax term “reinvestment.” 


The fifth bill introduced in the House is a foreign investment 
incentive tax bill popularly known as the Boggs bill. Representative 
soggs is chairman of the Subcommittee on Foreign Trade Policy of 
the House Ways and Means Committee. 


In his budget message, the President promises tax revision also; 
however, it will be dependent upon the budget—‘as the budget 
permits, additional reforms should be undertaken to increase the fair- 
ness of the tax system, to reduce the tax restraints on incentives to 
work and to invest and wherever feasible simplify the laws.” The 
budget message also urges the adoption of the Treasury Department's 
proposed plan for taxing the income of life insurance companies. The 
House Ways and Means Committee began consideration of this 
proposal on January 21. Specific proposals dealing with cooperatives 
will also be submitted to Congress. Recommendations will be made 
by the Treasury regarding the treatment processes which shall be 
considered “mining” for the purpose of computing percentage deple- 
tion in the case of mineral products. 


So that highway expenditures may be kept on a pay-as-we-go 
basis, the excise tax on motor fuels will be increased to 4% cents 
per gallon. The receipts from this tax will go into the highway trust 
fund. The air lines, users of the federal airways, will be taxed with 
higher rates on aviation gasoline and a new tax on jet fuels. The 
government will ask for 4% cents per gallon here, too, and that these 
taxes be passed on to the passengers and the shippers. 


The President 


After closing fiscal year 1959 with an estimated deficit of $12 
billion, we face fiscal 1960 with the budget calling for about $3 billion 
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less in expenditures than last year, 
but with estimated receipts of $9 bil- 
lion greater than the 1959 fiscal year. 
The proposed budget for 1960, provid- 
ing for lower expenditures and greater 
receipts, is cause for optimism be- 
cause “we are now entering the period 
of national prosperity and high em- 
ployment.” Living as we do, on an 
income tax, it is expected that pros- 
perity and high employment will pro- 
duce the necessary income. 

The President summed up the budget 
as a whole as follows: 

“1. It is a balanced budget—My 
recommendations call for an approxi- 
mate equality between revenues and 
expenditures, with a small surplus. 

“2. It is a responsible budget.—By 
avoiding deficit, it will help prevent 
further increases in the cost of living 
and the hidden and unfair tax that 
inflation imposes on personal savings 
and incomes. 

“3. It is a confident budget.—lIt 
anticipates, in a rapidly advancing 
economy, increases in revenues with- 
out new general taxes, and counts 
upon the unity and good judgment 
of the American people in supporting 
a level of government activity which 
such revenues will make possible. 

“4. It is a positive budget.—lIt re- 
sponds to national needs, with due 
regard to urgencies and _ priorities, 
without being either extravagant or 
unduly limiting. 

“5. It is an attainable budget.—lIts 
proposals are realistic and can be 
achieved with the cooperation of the 
Congress.” 

Budget expenditures are proposed 
to be held to $77 billion in fiscal 1960, 
which is $3.9 billion less than the 
estimated 1959 level of $80.9 billion. 
Just how these totals are reached is 
explained below. 

“With continued vigorous economic 
recovery, and with the relatively few 
new tax adjustments proposed herein, 
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budget receipts in fiscal 1960 are ex- 
pected to reach a total of $77.1 billion, 
an increase of $9.1 billion over fiscal 
1959. 

“Thus a very modest surplus of 
about $0.1 billion is estimated for 1960, 
compared with a_ recession-induced 
deficit of $12.9 billion in the current 
fiscal year. This estimated balance 
assumes enactment of recommenda- 
tions for extending present excises 
and corporation income taxes scheduled 
for reduction under existing law, for 
some new tax legislation to remove 
inequities and loopholes, for increased 
charges for special services, and for 
reductions in some current programs. 
It also assumes that certain programs 
can be made self-financing by stepping 
up the sale of portfolio assets. 


Increase Debt Ceiling 

“Financing of the $12.9 billion budget 
deficit for the current fiscal year will 
increase the public debt to $285 billion 
by June 30, 1959, $2 billion in excess 
of the present permanent debt limit. 
With a balanced budget in 1960, a 
$285 billion debt is indicated also for 
June 30, 1960. On the basis of these 
estimates, it will be necessary to re- 
new the request made during the past 
session of Congress for a permanent 
debt ceiling of $285 billion and, fur- 
ther, to seek an increase in the tem- 
porary debt ceiling sufficient to cover 
heavy borrowing requirements during 
the first half of the fiscal year 1960, 
borrowings which would be repaid 
before June 30, 1960. 


“The new authority to incur obliga- 
tions recommended for fiscal 1960 is 
$76.8 billion, which is slightly less 
than the estimates for expenditures 


and for receipts. Further reductions 
in new obligational authority can be 
attained in 1961 by the Congress en- 
acting my recommendations for pro- 
xram modifications. 

“The resurgence of our economy 
has been stronger than was assumed 
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in the budget estimates that were 
published last September. Conse- 
quently, budget receipts for the fiscal 
year 1959 are now expected to total 
$68 billion instead of the $67 billion 
estimated at that time. 


“The estimate of $77.1 billion in 
receipts for 1960 is contingent on 
enactment of the tax recommendations 
mentioned earlier. Of this estimate, 
approximately $76.5 billion reflects 
the increases in receipts under present 
tax rates and present tax sources 
while $0.6 billion is from new taxes 
and increased nontax sources. 


“The anticipated rate of recovery 
of revenues in fiscal 1960 may be com- 
pared with the experience of the fiscal 
years 1955 and 1956, which reflect the 
recovery from the recession of the 
calendar year 1954. After adjusting 
for comparability in corporate tax 
payment dates, the increase in rev- 
enues from 1955 to 1956 was more 
than the increase estimated in this 
budget. With similar forces of eco- 
nomic recovery at work today, I have 
confidence that our revenue estimate 
is sound and will be attained. 


Interest 

“Interest payments are estimated to 
rise $495 million to $8.1 billion in the 
fiscal year 1960. These payments, 
almost entirely for interest on the 
public debt, represent more than 10% 
of budget expenditures. 


“Since the spring of 1958, market 
rates of interest have increased, re- 
flecting the strong recovery of the 


economy. The rise in market rates 
requires the Treasury to pay higher 
interest on securities issued to re- 
finance the heavy volume of maturing 
Government obligations, a large part 
of which were issued when interest 
rates were lower. 


“In addition to higher interest rates, 
the amount of interest payments de- 
pends on the size and composition of 
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the public debt. It is anticipated that 
the public debt will reach $285 billion 
by the end of the fiscal year 1959. 
On the basis of the balanced budget 
I am presenting, the debt will be no 
higher at the end of 1960, although 
there will be a substantial temporary 
increase during the year.” 


Major Program Recommendations 


Eleven key features of the budget 
recommendations are summarized be- 
low: 


“1. Strengthen the effectiveness of 
our Armed Forces by further modern- 
ization and by improved efficiency of 
operations; and strengthen free world 
security by continued military assistance 
to our allies—This budget assures that 
essential defense needs are met. The 
budget recommendations will bolster 
the defense of our country against 
possible attack and enable our forces 
to respond more quickly and vigor- 
ously to any emergency. At the same 
time, and as part of our effort to keep 
America strong, this budget reflects 
policies to streamline operations, to 
remove duplication of weapons, to 
accentuate the principle and practice 
of unification, and to minimize main- 
tenance costs—in short, to assure the 
maximum defense from each dollar 
expended. A realignment of the Armed 
Forces and a continuing reappraisal 
of existing defense activities are under- 
way to accomplish these objectives. 
This can be illustrated by the changes 
in the composition of expenditures for 
the Department of Defense. While 
the estimated total expenditures for 
the Department will increase $145 
million from 1959 to 1960, those for 
procurement of missiles and for re- 
search, development, test, and evalua- 
tion will rise more than $800 million. 


“In addition to strengthening our 
own Armed Forces, and recognizing 
the inseparability of free world de- 
fense, the budget continues to provide 
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RESUME OF THE BUDGET 


(Fiscal years. 


1953 
actual 
New obligational author- 
ae $ 80.3 
Budget receipts 64.8 
Budget expenditures. . 74.3 
Budget surplus (+-) or 
deficit (—) es 
Receipts from the ‘pub- 
lic ‘ 
Payments to the ‘public 
Excess of receipts (-+-) 
or payments (—) 
Public debt at close of 
year ; ; 
Balance of appropria- 
tions carried forward 
at end of year 


1954 
actual 


$ 62.8 
64.7 
67.8 


1955 
actual 


$ 57.1 
60.4 
64.6 

—9.4 —3.1 —4.2 

71.5 

76.8 


71.6 
71.9 


67.8 
70.5 
—5.3 


—0.2 —2.7 


266.1 271.3 274.4 


78.4 67.8 52.1 


* Includes amounts for proposed legislation. 


In billions) 


1956 
actual 


1957 
actual 


1959 1960 
estimate estimate 


*$ 76.8 


*T7.1 
*T7.0 


+0.1 


93.5 
92.9 


$ 63.2 
68.2 
66.5 


+1.6 


77.1 
72.6 


$ 70.2 
71.0 
69.4 


+1.6 


82.1 
80.0 


+2.1 
270.5 


*$ 82.4 
68.0 
*80.9 


—12.9 


81.7 
94.9 


+4.5 —13.2 +0.6 


272.8 285.0 285.0 


46.0 43.9 40.4 40.4 41.5 


NOTE.—Detail in this table may not add to the totals shown due to rounding. Unless other- 
wise noted, all references to years are to fiscal years ending June 30. 
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through military assistance the critical 
margin of weapons and equipment 
required by our allies who, with us, 
force a strong shield against possible 


‘ressors. 


“2. Assist free mations in their 
economic development through well- 
considered programs.—Today the less- 
developed nations—a score of which 
have attained independence since World 
War II—are struggling to improve 
their economic and social conditions. 
The success of these efforts is vital 
not only to the freedom and well- 
being of the millions of people within 
their boundaries but also to the popu- 
lation of the entire world. Fortunately, 
the free countries of the world are 
taking many actions together to pro- 
mote trade with and to expand invest- 
ment in such nations. As part of this 
joint effort, the following actions for 
the United States are recommended: 


“(a) Increase substantially our sub- 
scriptions to the International Bank 
for Reconstruction and Development 
and the International Monetary Fund. 
This should be done promptly. 


“(b) Bring the capitalization of our 
Development Loan Fund up to the 
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amount originally recommended for 
the fiscal year 1959 by enacting a 
supplemental amount of $225 million. 


“(c) Asa supplement to established 
institutions, create a joint develop- 
ment banking institution with our 
Latin American neighbors. 


“(d) Increase the emphasis on eco- 
nomic development in the mutual secur- 
ity programs through such measures 
as the appropriation of $700 million 
for the Development Loan Fund and 
$211 million for technical cooperation 
in fiscal 1960. 


“(e) Enact legislation to expand 
the mutual security investment guar- 
anty program. 


“3. Promote scientific research and 
space exploration.—In the current fiscal 
year, total expenditures for basic and 
applied research and for scientific de- 
velopment have reached record amounts 
and a supplemental appropriation for 
1959 to advance space technology is 
recommended. 


“For the fiscal year 1960, research 
and development expenditures will be 
increased still further, with emphasis 
on space exploration, peaceful uses of 
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atomic energy, and basic science. Ex- 
tensive space exploration investiga- 
tions are being initiated, utilizing 
satellites and probes. Development 
work is going forward on high-energy 
fuel rockets, a million-pound thrust 
engine, and a nuclear rocket engine. 


“4. Carry forward current public 
works programs—now larger than ever 
before.—Increases were provided last 
year in construction programs for 
water resources, health facilities, pub- 
lic buildings, airways, and highways, 
partly to combat the recession. As a 
result, Federal expenditures for civil 
public works in fiscal 1960 will be the 
highest in history. It therefore seems 
both possible and prudent to take a 
breathing spell in the initiation of 


new projects. Accordingly, no addi- 


tional funds are proposed in 1960 for 
starting new water resources projects, 
general office buildings, and veterans 
hospitals. Furthermore, reduced new 
spending authority is recommended 


for grants for local public and private 
hospitals, health research facilities, 
and for waste treatment works, al- 
though expenditures under earlier au- 
thorizations will continue to be high. 
Highway expenditures will increase 
in accordance with the program plan- 
ned under the Federal Aid Highway 
Act, and modernization of airway 
facilities to meet operational and safety 
needs will go forward at a higher level 
of expenditure. 


“The combined outlay for reclama- 
tion, flood control, and navigation 
projects is estimated to be higher 
than ever before in 1960. Expenditures 
are expected to increase again in fiscal 
1961 and to hold at that level in 1962 
even without new starts beyond those 
for which initial appropriations have 
already been made. The new water 
resources projects authorized for start- 
ing in 1959 will be so spread out as to 
schedule initiation late in the year, 
wherever practicable, and, in a few 
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cases, construction may be deferred 
until the fiscal year 1960. 


“ 


5. Continue at a high level programs 
which promote the general welfare of 
our people—This budget makes pro- 
vision for programs which are of 
utmost importance to our individual 
citizens. Expenditures for health re- 
search and for constructing various 
types of health facilities will be at 
a record level in 1960. Activities to 
improve education, especially in sci- 
ence and mathematics, will be in- 
creased significantly in 1960 as a result 
of programs started or expanded in 
fiscal 1959. Grants to States for voca- 
tional rehabilitation will be higher in 
1960 than in 1959, with services pro- 
vided to 314,000 disabled persons. 
Public assistance grants to the aged, 
the blind, the disabled, and to depend- 
ent children will continue to rise. 
Strengthened programs in the Food 
and Drug Administration are recom- 
mended. 


“Proposals will be made for widen- 
ing the coverage of unemployment 
compensation, for extending and im- 
proving the minimum wage and 8-hour 
laws, and for providing added protec- 
tion in labor-management relations. 
I am again proposing legislation to 
strengthen safeguards on the conduct 
of labor union affairs, including the 
strengthening of the law enacted last 
year requiring public reporting on 
union welfare and pension plans. 


“In the housing field, the budget 
recommends broadening the authority 
of the Federal Housing Administra- 
tion and removing the ceiling on the 
total volume of mortgage insurance it 
can provide. Legislation is also recom- 
mended authorizing capital grants for 
urban renewal projects for a 6-year 
period. Annual contributions to local 
housing authorities for low-rent public 
housing projects will rise in 1960 as 
more projects are completed. Commit- 
ments by the Federal National Mort- 
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The President doesn't control the purse 
strings. Congress has the final word. 
One of the illusions spread generally 
is that the Chief Executive is 
responsible for the budget. 
Defense is all important 
for national safety. Luxuries and 
extravagances are not so essential. 
Yet the lobbies in Congress for bigger 
and better welfare appropriations 
are very powerful. The Democratic 
Party today has to accept the 
responsibility for the budget because 

. . it is the Congress that 
must decide on how much shall be 
spent.—David Lawrence, in an editorial 
in the Washington Evening Star. 


gage Association to purchase mortgages 
on housing for urban renewal areas for 
relocating displaced families and for 
the elderly will continue to rise in 


1960. 


“6, Foster community development 
with increased local participation —The 
Federal Government is helping local 


communities meet many of the major 
problems of community development 
created by increasing population and 
growing urbanization. Federal ex- 
penditures for grants and long-term 
loans to assist 14 major types of cap- 
ital improvements alone will reach 
an estimated $2.1 billion in 1960, or 
almost double the amount actually 
spent for these programs in 1958. By 
the close of fiscal 1960, commitments 
for future Federal expenditures for 
the same programs are estimated to 
be over $6 billion. 


“These totals show how rapidly 
direct Federal aid to communities is 
growing. They exclude many other 
Federal programs which indirectly 
assist development or redevelopment 
of communities, such as construction 
of river and harbor improvements and 
air navigation facilities, grants for 
intercity highways, purchases of gen- 
eral housing mortgages and guaran- 
ties of hoysing and business loans of 
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many types. They also exclude Fed- 
eral aid to communities for noncon- 
struction programs in such fields as 
health and welfare. 


“Federal programs should foster 
orderly developments in a way that 
will encourage private participation 
and will share costs equitably among 
the beneficiaries and the various levels 
of government. Legislation will be 
proposed to meet these objectives in 
the programs for urban renewal, col- 
lege housing, highways, airports, schools 
in federally affected areas, and con- 
struction of waste treatment facilities. 
The budget also provides for a-new 
program to assist industrial redevelop- 
ment of areas which have severe and 
persistent unemployment. The Con- 
gress is urged to enact legislation for 
such assistance along the line I have 
recommended previously. 


“7. Discontinue temporary emergency 
measures and strengthen permanent pro- 
grams for economic stability—Among 
the governmental actions taken last 
year under the stress of the recession 
were two temporary measures involv- 
ing substantial Federal expenditures. 


“Funds were advanced to the States 
and Territories to finance extended 
unemployment benefits for workers 
who had exhausted their regular bene- 
fits. Only 17 jurisdictions chose to 
receive these advances for all workers 
who could be made eligible. Five 
other States enacted their own legis- 
lation extending the period of benefits 
for those covered under the regular 
State program. Of the remaining States 
and Territories, some obtained Federal 
aid for extended unemployment bene- 
fits for veterans and Federal employees 
alone, while 17 had no extended bene- 
fit legislation of their own and did 
not take advantage of the Federal 
program at all. In view of the rapidity 
of the economic recovery and the lack 
of uniformity of State participation, 
it is now estimated that expenditures 
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over the life of this program will be 
$206 million less than the $666 million 
appropriated for it. 


“Another temporary measure was 
the authorization for Government pur- 
chases of $1 billion of mortgages on 
low-cost housing. This full amount 
has been committed. By the end of 
fiscal 1959, it is estimated that the 
Government will have spent over $600 
million for such mortgages and will 
have over $300 million of commit- 
ments still outstanding, for which ex- 
penditures will occur in 1960. 


“Direct emergency Federal expendi- 
tures for unemployment benefits and 
for emergency stimulation of home 
construction are unnecessary on a con- 
tinuing basis. It is better to strengthen 
our essential continuing programs for 
economic growth and stability, and 
this budget so contemplates. 


“8. Continue the adjustments needed 
for a freer agricultural economy with 
less reliance on the Federal Treasury. 
—The agricultural sector of our econ- 
omy is in the paradoxical situation 
of having more efficient farms than 
ever before and yet of being more 
dependent upon Federal financial aid. 
During the current fiscal year, budget 
expenditures for agriculture and agri- 
cultural resources are expected to reach 
a peak of $6.8 billion. For the coming 
year, they are estimated to decline to 
about $6 billion, mainly as a result of 
the termination of the acreage reserve 
of the soil bank. 


“About three-quarters of these ex- 
penditures are for price supports and 
other programs to stabilize farm prices 
and income. Other expenditures for 
agriculture consist primarily of pay- 
ments for conservation; loans for rural 
electrification, telephones, and farm 
ownership and operation; and research 
and extension activities. 


“Last year, the Congress enacted 
some changes in price-support laws, 
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The present administration keeps 
talking economy, and then recommend- 
ing record budgets after budgets, which 
are the highest in peace-time history. 
Whenever Congress tries to 
economize, the President or some of 
his captors cry, ‘Wolf, wolf,"’ 

except that they use the term 
““emergency,"’ instead of 

the term ‘‘wolf.''—Representative 
Robert W. Hemphill of South Carolina. 


but additional amendments are neces- 
sary to help our agricultural economy 
adjust to the continuing revolution in 
farming technology. Changes are also 
needed in other agricultural programs. 
Legislative proposals will be trans- 
mitted later which should help our 
agricultural economy gradually free 
itself from so much Government sup- 
port and control. 


“9. Reduce the burden on the general 
public for services to special groups.— 
Certain Government activities confer 
measurable special benefits on identi- 
fiable groups or individuals beyond 
the benefits to the general public. The 
cost of Federal services which convey 
special benefits should be recovered 
through charges paid by the bene- 
ficiaries rather than through taxes on 
the general public. 


“In furtherance of this principle, 
the recent Congress approved some 
adjustments in postal rates, and in- 
creased the fees for a few other rela- 
tively smaller services. On the other 
hand, it increased postal employees’ 
pay and highway construction grants 
without providing the additional charges 
needed to finance such expenditures. 
As a result of these and other develop- 
ments, further legislation is necessary 
to put the postal service on a self- 
supporting basis and to finance high- 
way construction without drawing on 
the general revenues... . 


“10. Encourage private lending 
through flexible interest rates for Gov- 
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ernment credit programs.—In a number 
of important cases, present legislation 
on programs for making loans, pur- 
chasing mortgages, and insuring or 
guaranteeing private loans sets inflex- 
ible and uneconomic restrictions on 
interest rates. This creates unneeded 
and hidden subsidies and requires ex- 
cessive use of Federal funds by dis- 
couraging private lending. 


“To correct this situation, I recom- 
mend that for interest rates on new 
loans and commitments: 


“(a) The 434% ceiling on loans 
guaranteed by the Veterans Adminis- 
tration be replaced by a maximum 
rate not in excess of the rate for 
mortgages on sales housing insured 
by the Federal Housing Administra- 
tion. This change will also have the 
effect of revising the interest rate 
ceiling on direct housing loans of the 
Veterans Administration. 


“(b) The ceilings of 444% and 5% 
for rental (including armed services) 
and for cooperative housing mortgages 
insured by the Federal Housing Ad- 
ministration be increased to levels 
adequate to assure private financing. 


“(c) The present statutory interest 
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rate of 2% for loans made by the 
Rural Electrification Administration 
be replaced by a rate which will cover 
the current cost to the Treasury of 
equivalent-term borrowing and other 
reasonable costs. 


“(d) The statutory standard for 
college housing loans made by the 
Housing and Home Finance Agency 
(the rate at present is 274%) be 
amended to authorize a rate which 
will cover the current cost to the 
Treasury of equivalent-term borrow- 
ing and other reasonable costs. 


“(e) The 3%% ceiling on ship 
mortgage loans by the Maritime Ad- 
ministration be replaced by authority 
to charge the full costs of the loans. 
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The fact that the Federal Government 
is faced with a large increase 

in deficit financing is the most 
important single factor behind 

our present fear of inflation. We 
properly are concerned about the 
inflationary effects of a budget 
deficit. A budget deficit of 
more than $12 billion, such as 

that projected for the current fiscal 
year . is a serious matter. 

Such a deficit is inflationary. How 
inflationary, however, depends largely 
on how the financing of it affects 

our money supply.—Jules Backman, 
in Nation's Business, December, 1958. 


“Such actions by the Congress will 
encourage the participation of private 
capital, and, in the long run, will 
reduce Government expenditures sig- 
nificantly. At the same time, Govern- 
ment guaranties or insurance will 
continue to permit interest costs to 
borrowers more favorable than the 
rates charged in the open market for 
similar loans. 


“11. Achieve long-run economies by 
adapting programs to changed circum- 
stances.—Changing conditions in recent 
decades have resulted in the enact- 
ment of hundreds of laws and the 
creation of vast new programs ad- 
ministered by new or enlarged agencies. 
In this same period, few Government 
programs or operations have been dis- 
continued or reduced. Furthermore, 
in many cases, worthwhile objectives 
have been pursued with outmoded 
activities or methods and with accom- 
panying excessive costs to taxpayers. 
This is a wasteful and inefficient way 
te conduct public business. 

“It is proposed in this budget that 
we start anew to amend the basic 
iegislation for a number of Govern- 
ment programs and operations in order 
to adapt them to present circumstances 
and assure that they accomplish their 
objectives more effectively and with 
less cost.” 
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State of the Union Message: 
National Security 

“National security programs account 
for nearly sixty per cent of the entire 
Federal budget for this coming fiscal 
year.” So stated President Eisenhower 
in his message on the State of the 
Union before Congress on January 9. 
“Modern weapons are exceedingly ex- 
pensive. The overall cost of introduc- 
ing ATLAS into our armed forces 
will average $35 million per missile 
on the firing line. This year we are 


THE 


to the Supreme Court and the Su- 
preme Court told us we had been 
wrong all the time, and all the courts 
of appeals had been wrong. So you 
see you may be unsettling the law 
rather than serving to settle it if you 
just run after one or two of your 
11 bosses when the others haven't 
spoken. You may be familiar with 
one instance where one court of ap- 
peals indicated to us that its feelings 
were hurt by our failure to follow one 
of its decisions. In that instance, it 
was not possible to have followed 
their prior decision, since it had not 
been handed down at the time we 
decided the case which was then on 


appeal. 


Mr. Bowen: Would you tell this 
audience the difference between the 
weight of the court-review decision, a 
single-judge decision and a memo- 
randum decision as a matter of prece- 
dent in your court? 


Jupce TurNeER: I would say that if 
you have a reported case whether ii 
is court-reviewed or whether it isn’t 
court-reviewed (of course, if it isn’t 
indicated at the conclusion that it was 
court-reviewed, it hasn’t been), then 
as far as we are concerned, there isn’t 
any difference between the weight or 
the controlling power of that opinion 
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investing an aggregate of close to 
$7 billion in missile programs alone. 
Other billions go for research, de- 
velopment, test and evaluation of new 
weapons systems. Our latest atomic 
submarines will cost $50 millions each, 
while some special types will cost 
three times as much. We are now 
ordering fighter aircraft which are 
priced at fifty times as much as the 
fighters of World War II. We are 
buying certain bombers that cost their 
weight in gold.” 


TAX COURT—Continued from page 122 


as precedent. It does mean that it 
was not considered and discussed in 
conference but that was because of 
the chief judge after reviewing it (and 
the chief judge does review all of 
them to determine whether they go 
to conference or not) has thought 
that it was sufficiently clear, not that 
it was any less potent or not that it 
was entitled to any less consideration. 
When you find one that says “re- 
viewed by the court,” you do know 
now there that more than the chief 
judge and the judge whose name is 
on it has worked on it. It means it 
was concluded that that was a proper 
disposition of it by the majority of a 
quorum which would be at least nine 
judges but we seldom ever have a 
conference under ten or 11 and usu- 
ally 12. So you can figure that where 
it has been court-reviewed, that con- 
stitutes the views of the majority of 
at least ten to 12. It doesn’t neces- 
sarily mean, if no dissents are marked 
there, that all were in favor of it 
because we don’t necessarily note a 
dissent or write a dissent unless we 
think some useful purpose will be 
served by it. It may be that you just 
feel it ought to be the other way but 
you don’t feel it strongly enough or 
that it has enough value to put notice 
out that it should be that way. 

[The End] 
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Meetings of Tax Men 


New York State Bar Association. 
—The annual meeting of the Section 
on Taxation of the New York State 
Bar Association will be held Thurs- 
day, January 29, in the Palm Terrace 
Suite of the Hotel Roosevelt, New 
York City. In the morning session, 
J. Henry Landman, of New York 


San Antonio, March 5-6. Inquiries 
should be directed to the institute’s 
chairman, Stanley Schoenbaum, St. 
Mary’s University Law School, 112 
College Street, San Antonio 5, Texas. 


Federal Bar Association.—A tax 
symposium on Subchapter S, dealing 
with tax-option corporations, will be 
sponsored by the Federal Bar Asso- 


CHARTER SUBSCRIPTION CARD 


City, will discuss “The New 1958 Tax 
Acts.” Arch M. Cantrall, Chief Coun- 
sel of the Internal Revenue Service, 


MAIL TODAY 
ciation, March 11, at the Advertising 


Club, Park Avenue at Thirty-fifth for 
Brand-New Guidance on 


will give the luncheon address on 
“The Activities of the Chief Counsel's 
Office.” At a joint afternoon session 
with the Banking Law Section, Boris 
Kostelanetz, of New York City, will 
discuss “Tax Frauds,’ and William 
T. Plumb, of Washington, D. C., will 
speak on “Federal Tax Liens.” 


Street, New York City. The sympo- 
sium will begin at 5 p.m. Admission 
is free. For further information, write 
Martin M. Lore, 107 William Street, 
New York 38, New York. 


Tax Executives Institute, Inc.— 
The midyear conference. of the Tax 
Executives Institute will be held Feb- 


Corporation Law and 


Business Controls! 


ruary 15-17 at the Shoreham Hotel, 
Washington, D. C. Fred C. Scribner, 
Under Secretary of the Treasury, will 
deliver the feature address. 


St. Mary’s Tax Institute.—St. 
Mary’s University Law School will 
hold an Institute on Estate Planning 
and Taxation at the Hilton Hotel in 
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Key Features Include 
ANNOUNCING ... 

Business Corporation Law @ Payroll Policies . m " 

iniditin nid themaiin CCH’s Brand-New Guidance on Corporation Law, 


Records Retention Business Controls! 
Securities Controls 


Small Business—SBIC If you need understandable guidance on the rules affecting corporations and their 
business operations under today’s conditions . . . continuing, dependable help that com- 
bines authority and simplicity in bringing you the latest answers to your everyday 
corporation law and business management problems 


Business Insurance 
Closely Held Companies 
Corporate Finance 
Corporate Forms 

Doing Business Specimen Clauses 
Executive Compensation 
State Business Controls 
Federal Business Controls 
Financing Methods 


Foreign Corporations 


State Tax Questions 
e then you'll welcome CCH’s brand-new, just-announced 


Stock Bonuses CORPORATION LAW GU IDE, and our “Charter Subscription Offer! 
Stock Options 


Tax-Option Corporations 


Government Contracts Timely “GUIDE Reports” Keep Yor sted on Everything New— Regular “GUIDE Reports” 


keep FO ph a on top of latest dann | new methods for planning and managing 
Voting Control corporate affairs and transactions . . . with expert CCH Editorial Explanation that: 


Initial Fees and Taxes 
Interstate Activities 


e TELLS you what the new rules mean, instead of only what they say 


CUTS ACROSS federal and state rules, showing you how they apply to corporate 
activities 


CLARIFIES new trends and policies and shows you how to get the most out of them 
CONCENTRATES on practical information needed to make corporate decisions 


RED-FLAGS dangers—new “doing business” angles, taxes on interstate activities, etc. 


“GUIDE 


POINTS OUT new opportunities—government contracts, tax-option corporations, 
executive compensation methods, government aids to business, closely held companies, 
etc.) 


Also include 


All 


EMPHASIZES clear understanding by explaining how new rules affect familiar practices 
REDUCES involved federal and state requirements to A-B-C simplicity. 


You'll especially like the separate “Summary” that gives you the 
highlights of new happenings and directs you to the accompanying 
“GUIDE Report” where each is covered in full. (No extra charge 
to subscribers for this special editorial feature.) 


extra charge 


pliments. 


Two Big New GUIDE Volume Included Without Extra Charge—“Charter Subscribers” 
receive two brand-new GUIDE Volumes at no extra charge to start them off with today’s 
most effective corporate control techniques and methods. Everything needed is covered 
—nothing helpful has been overlooked by CCH Editors in shaping up this big “package” 
of corporation guidance. For the GUIDE goes far beyond basic corporation acts by 
bringing together and reflecting all pertinent federal and state laws and business controls 
in a dramatically new and different way: With EXPLANATION, simple, easy-to- 
understand explanation of all the rules affecting corporations. 


City, Zone & State 


to date—without 
Attention 


are to come to us with your com 


Whenever the GUIDE analyzes a business opportunity or a business problem, 
expert CCH Editors follow through to show you how to gain all potential benefits 
and sidestep all possible pitfalls. So whatever your interest in corporation law and 
management, you’re sure to value the help of these two new GUIDE Volumes, the 
continuing “GUIDE Reports,” and the separate “Summary.” 
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Complimentary Reporting to April 1, 1959! 


‘rompt Action Brings Special Benefits—The GUIDE’s low subscription rates are outlined 
on the handy tear-off card at left. As a “Charter Subscriber,” all “GUIDE Reports” 
until April 1, 1959, come to you with the compliments of CCH. Your OK on the 
Card will start this immediate and continuing protection your way now—under CCH’s 
guarantee of complete satisfaction. 
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